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REVISING TAX ON GAINS FROM SALES OF 
DEPRECIABLE PERSONAL PROPERTY 


WEDNESDAY, MARCH 2, 1960 


House Or REPRESENTATIVES, 
Commirrer ON Ways anp MEaANs, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to notice, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills (chairman) 
presiding. 

The CuairmMan. The committee will please be in order. 

The purpose of the hearing today is to receive testimony on legisla- 
tion recommended by the President which would revise the tax on 
gains from sale of depreciable personal property used in a trade or 
business. The proposal is in bill form, introduced at the request of 
the administration, H.R. 10491 and H.R. 10492. These bills would 
treat the gain from sales of such depreciable personal property as 
ordinary income, to the extent of the depreciation deduction previously 
taken on the property. 

Without objection, a copy of the press release announcing the hear- 
ings will be inserted in the record at this point, to be followed by a 
copy of the proposal, H.R. 10491. 

(The material referred to follows :) 


CHAIRMAN WILBUR D. MILLS, DEMOCRAT, OF ARKANSAS, COMMITTEE ON Ways 
AND MEANS, ANNOUNCES PUBLIC HEARINGS ON THE ADMINISTRATION’S RECOM- 
MENDATION TO REVISE THE TAX ON GAINS FROM THE SALES OF DEPRECIABLE 
PERSON AL PROPERTY 


Hon. Wilbur D. Mills, Democrat of Arkansas, chairman, Committee on Ways 
and Means, House of Representatives, today announced that the Committee on 
Ways and Means would conduct not more than 3 days of pubiic hearings be- 
ginning Wednesday, March 2, 1960, on legislation recommended by the President 
which would revise the tax on gains from sales of depreciable personal property 
used in a trade or business. This proposal, which was introduced today by the 
chairman, H.R. 10491, and the ranking Republican member, Mr. Mason, H.R. 
10492, on request of the Treasury Department, would treat the gain from sales 
of such depreciable personal property as ordinary income to the extent of the 
depreciation deduction previously taken on the property. Under existing law 
the gain is taxable as a long-term capital gain. 

The letter of the Secretary of the a transmitting this proposal is at- 
tached. The Secretary in this letter states 

“The proposed statutory change which w vould require that gains from sale of 
depreciable personal property be treated as ordinary income, to the extent of 
depreciation previously claimed, would make it possible for agents of the Internal 
Revenue Service to accept more readily taxpayer judgments and taxpayer prac- 
tices with respect to depreciation rates and salvage value. In short, if enacted 
the proposed legislation, by eliminating the opportunity which now exists of 
converting ordinary income into capital gains, would contribute to the sound 
administration of the depreciation laws.” 
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Chairman Mills emphasized that due to the very heavy legislative agenda of 
the committee, the hearings on this subject are limited to a period not to exceed 
8 days and will be limited to this proposal. 

The chairman further emphasized that the Committee on Ways and Means 
all too often receives repetitious testimony on subjects being heard by the com- 
mittee. Therefore, all persons and groups with similar interests should designate 
one spokesman to represent them. The time allotted each witness will be de- 
termined by the number of witnesses requesting to be heard. 

It is anticipated that the Secretary of the Treasury, or his representative, will 
be the first witness. 

Persons interested in appearing and testifying should submit their requests 
to Mr. Leo H. Irwin, chief counsel, Committee on Ways and Means, 1102 New 
House Office Building, Washington 25, D.C., as soon as possible and in any event 
by not later than the close of business on Thursday, February 25, 1960. 

It is essential that all persons requesting to appear and testify indicate— 

(1) the general tenor of their testimony ; 
(2) the amount of time required for their direct testimony ; and 
(3) the name of the witness who will present the oral testimony for the 
organizations, groups, or persons with similar interests, and a listing 
of groups, etc., represented— 
in order for the staff to allot time and to properly arrange a schedule of witnesses 
for the hearings. 

All persons who desire to do so may submit a written statement in lieu of a 
personal appearance. Such statements will be considered by the committee and 
also printed in the record of the hearings. It is requested that persons who 
submit such statements in lieu of a personal appearance do so by not later 
than the close of business March 4, 1960. A minimum of three copies of such 
statements should be submitted. 

In accordance with the rules of the committee, persons who are scheduled 
to be heard are requested to submit 60 copies of their prepared statement 
to the chief counsel 24 hours in advance of their scheduled appearance. If a 
witness desires to also make available copies of his statement to the press and 
interested public, at least an additional 60 copies should be submitted for this 
purpose by the date of his appearance. 

Persons who submit a written statement for the record in lieu of an appear- 
ance may also provide additional copies of such statement if they desire it to be 
made available to the press and the public. 


THE SECRETARY OF THE TREASURY, 
Washington, February 12, 1960. 

Hon. SAM RAYBURN, 

Speaker of the House of Representatives, 

Washington 25, D.C. 


My Dear Mr. SPEAKER: In his budget message, submitted to Congress on Janu- 
ary 18, 1960, the President recommended that consideration be given to an 
amendment to the Internal Revenue Code which would treat the gain from the 
sale of depreciable personal property as ordinary income to the extent of the 
depreciation deduction previously taken on the property. The enclosed draft of 
proposed legislation would implement the President’s recommendation. 

Under existing law, gain realized by a taxpayer upon the sale of depreciable 
personal property used in business is taxable as long-term capital gain even 
though part or all of the gain may be attributable to depreciation allowances 
which have been taken as ordinary deductions. This has hampered the sound 
administration of the depreciation laws because through the medium of the 
depreciation deduction ordinary income may be converted into capital gain. 
Accordingly agents of the Internal Revenue Service have been zealous in insist- 
ing upon full proof that depreciation rates and salvage values claimed by a tax- 
payer can be substantiated by expert opinion or actual experience. 

Informed opinion often differs as to the period of time over which an 
item of machinery or other depreciable property may reasonably be expected to 
be useful to the taxpayer in his trade or business. The necessity of establish- 
ing a salvage value for an item of personal property also causes innumerable 
problems for industry and the Internal Revenue Service. 

The proposed statutory change which would require that gains from sale of 
depreciable personal property be treated as ordinary income, to the extent of 
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depreciation previously claimed, would make it possible for agents of the Internal 
Revenue Service to accept more readily taxpayer judgments and taxpayer prac- 
tices with respect to depreciation rates and salvage value. In short, if enacted 
the proposed legislation, by eliminating the opportunity which now exists of 
converting ordinary income into capital gains, would contribute to the sound 
administration of the depreciation laws. 

It will be appreciated if you would lay the proposed legislation before the 
House of Representatives. A similar proposal has been submitted to the 
President of the Senate. 

Sincerely yours, 
Rosert B. ANDERSON, 
Secretary of the Treasury. 


[H.R. 10491, 86th Cong., 2d sess.] 


A BILL to provide for the treatment of gain from the sale or exchange of tangible personal 
property used in the trade or business 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That part 1V of subchapter P of chapter 1 
of the Internal Revenue Code of 1954 (relating to special rules for determining 
capital gains and losses) is amended by inserting after section 1238 the following 
new section : 

“SEC. 1238A. TREATMENT OF GAIN FROM SALE OR EXCHANGE OF 
TANGIBLE PERSONAL PROPERTY USED IN THE TRADE OR 
BUSINESS 
“Except to the extent that section 1238 is applicable, gain from the sale or 

exchange of tangible personal property used in the trade or business, of a 

character which is subject to the allowance for depreciation under section 167 

or 611, to the extent that the adjusted basis of such property is less than its 

adjusted basis determined without regard to section 167 or 611, shall be con- 
sidered as gain from the sale of property which is neither a capital asset nor 

property described in section 1231.” 


SEC, 2. TECHNICAL AMENDMENTS 


(a) Subsection (h) of section 167 of the Internal Revenue Code of 1954 
(relating to allowance of depreciation deduction) is amended to read as follows: 
“(h) Cross REFERENCES.— 


“(1) For additional rule applicable to depreciation of improvements in the 


case of mines, oil and gas wells, other natural deposits, and timber, see section 
611. 


“(2) For special rule with respect to gain derived from the sale of exchange 
of tangible personal property used in the trade or business, see section 1238A.” 


(b) Section 611 of such Code (relating to allowance for depletion and depreci- 
ation) is amended to read as follows: 
““(a) Cross REFERENCES.— 


“(1) For other rules applicable to depreciation of improvements, see section 


“(2) For special rule with respect to gain derived from the sale of exchange 
of tangible personal property used in the trade or business, see section 1238A.” 


(c) The table of sections for part IV of subchapter P of chapter 1 of such 
Code is amended by inserting immediately below 


“Sec. 1238. Amortization in excess of depreciation.” 
the following : 


“Sec. 1238A. Treatment of gain from the sale or exchange of tangible personal property 
used in the trade or business.” 


SEC. 3. EFFECTIVE DATE 


The amendments made by this Act shall apply to taxable years ending after 
the date of enactment of this Act, but only with respect to property which is 
sold or exchanged after such date. 


The Cuarman. Our first witness this mere, is the Honorable 
Fred C. Scribner, Jr., the Under Secretary of the Treasury. Mr. 
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Scribner, we are pleased to have you here today, and you may proceed 
in your own manner. 


STATEMENT OF HON. FRED C. SCRIBNER, JR., UNDER SECRETARY 
OF THE TREASURY, ACCOMPANIED BY JAY W. GLASMANN, AS- 
SISTANT TO THE SECRETARY, AND RICHARD E. SLITOR, ECONO- 

MIST, TAX ANALYSIS STAFF, DEPARTMENT OF THE TREASURY 





Mr. Scrrpner. Mr. Chairman and members of the committee; I 
have here with me at the witness table this morning Mr. Glasmann, 
who is assistant to the Secretary and head of the legal advisory staff, 
and who has the responsibility for the technical and detailed legal 
phases of this particular provlem, and also Mr. Richard E. Slitor of 
our staff. 

[ apprec iate this opportunity to appear before your committee to 
present the Treasury's views on H.R. 10491 and H.R. 10492, to pro- 
vide for the treatment of gain from the sale or exchange of tangible 
personal property used in the trade or business. 

In his recent budget message, submitted to the Congress on Janu- 
ary 18, the President recommended that consideration be given to an 
amendment to the Internal Revenue Code which would treat the gain 
from the sale of depreciable personal property as ordinary income to 
the extent of the depreciation deduction previously taken on the prop- 
erty. On February 12, the Secretary of the Treasury sent identical 
letters to the Vice President and the Speaker of the House on this sub- 
ject, enclosing a draft of proposed legislation to carry out the Presi- 
dent's recommendation. This proposal has since been embodied in the 
two similar bills introduced, respectively, by the chairman and by 
Congressman Mason, which are now before your committee. 

This proposal would guard against unfair tax advantage by those 
who depreciate property overrapidly. It would be of major assistance 
in the sound administration of the depreciation provisions of the code. 
It would eliminate a vexing source of dispute and disagreement be- 
tween revenue agents and taxpay ers. 

From the standpoint of economic growth it is important that de- 
preciation practices do not place unnecessary impediments in the way 
of capital investment, replacement, or modernization. We believe 
that this legislative recommendation is an important one for the fair- 
ness of the tax system and for effective administration. 

As stated by Secretary Anderson in his recent letters to the Vice 
President and the Speaker of the House— 


Under existing law, gain realized by a taxpayer upon the sale of depreciable 
personal property used in business is taxable as long-term capital gain even 
though part or all of the gain may be attributable to depreciation allowances 
which have been taken as ordinary deductions. This has hampered the sound 
administration of the depreciation laws because through the medium of the 
depreciation deduction ordinary income may be converted into capital gain. 
Accordingly, agents of the Internal Revenue Service have been zealous in insist- 
ing upon full proof that depreciation rates and salvage values claimed by a 
taxpayer can be substantiated by expert opinion or actual experience. 

Informed opinion often differs as to the period of time over which an item 
of machinery or other depreciable property may reasonably be expected to be 
useful to the taxpayer in his trade or business. The necessity of establishing 
a salvage value for an item of personal property also causes innumerable prob- 
lems for industry and the Internal Revenue Service. 
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The proposed statutory change which would require that gains from sale of 
depreciable personal property be treated as ordinary income, to the extent of 
depreciation previously claimed, would make it possible for agents of the Internal 
Revenue Service to accept more readily taxpayer judgments and taxpayer prac- 
tices with respect to depreciation rates and salvage value. In short, if enacted 
the proposed legislation, by eliminating the opportunity which now exists of 
converting ordinary income into capital gains, would contribute to the sound 
administration of the depreciation laws. 

The present rule, which permits net gains from sale of depreciable 
personal property to be considered as capital gain while net losses 
are deductible as ordinary losses, was adopted in 1942. Prior to 1942, 
the depreciable property used in a trade or business had been excluded 
from the definition of a capital asset, so that both gains and losses from 
the disposition of such property were treated as ordinary gain or loss 
items. 

Considered alone, this provision was advantageous to taxpayers in 
the event of loss but was disadvantageous in = event of gain. How- 
ever, during the depression years of the 1930's sales of depreciable 
property at a gain were rel: atively saan 

With the advent of the World War UH period, sales involving gain 
became increasingly frequent. Sales of used machinery, ships, “and 
other business properties as a result of wartime demands often re- 
sulted in substantial gains. At the same time, the increase in in- 
voluntary conversions during the war, chiefly shipping losses and con- 
demnation of property for milits ary purposes, presented the problem 
of the tax treatment of involuntary conversions resulting in taxable 
gain where the proceeds were not reinvested. The enactment of 
section 117(j), now section 1231, was in large part a wartime relief 
ineasure. 

The proposed amendment would not indiscriminately reverse the 
existing rule that net gains from sales of depreciable property are 
treated as capital gain. It would not affect intangibles, such as 
patents, copyrights, or trademarks. Nor would it apply to real estate. 
Moreover, it would treat as ordinary gain only that portion of the 
gain on machinery and equipment which reflects depreciation pre- 
viously taken. 

Let me illustrate with a few examples the way in which the proposal 
would operate. Assume that an item of property costing $1,000 and 
having an estimated service life of 10 years is depreci iated under the 
double-declining-balance method for 3 years and then resold. The 
annual depreciation allowances on such property would be $200, $160, 
and $128 in the 3 years, respectively, or a cumulative total of $488 
depreciation. 

The remaining tax basis of the property is therefore $512. If the 
property were sold for $700, the entire gain of $188 would be taxable 
as ordinary income under the proposal. However, if the property 
were sold for $1,200, or a net gain of $688, $488 of the gain would be 
treated as ordinary income. The rem: uining $200 or the portion of the 
gain in excess of the depreciation prev iously taken would be treated 
the same as under present law. That is, the $200 gain in excess of 
depreciation previously taken would be aggregated with gains and 
losses from similar transactions and if the result was a net gain it 
would be taxed as a capital gain. If the overall result was a net loss 
it would be deducted as an ordinary loss. 
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The proposed rule treating gain on sale of depreciable personal prop- 
erty as ordinary income to the extent of the depreciation deduction 
previously taken, has a precedent in the special rule under section 1238, 
relating to gain from the sale of property which has been subject to 
the accelerated amortization deduction for emergency facilities. Both 
under present law and under the previous accelerated amortization 
program in World War II, the portion of the gain on sale of emer- 
gency facilities, representing the excess of accelerated amortization 
over normal depreciation, has been taxed as ordinary gain. The neces- 
sity of such a rule to prevent obvious abuse has generally been 
recognized. 

At this point I believe a general review of recent developments in 
the field of depreciation might be helpful. Substantial progress was 
made in the depreciation reforms introduced under the Internal Reve- 
nue Code of 1954. The double-declining balance and the sum of the 
years-digits methods provided by the 1954 legislation concentrated 
deductions in the early. years of service life and resulted in a timing 
of allowances more in accord with the actual pattern of loss of 
economic usefulness. As compared with the older, more rigid straight- 
line approach, the new liberalized methods permit the tax-free recovery 
of about one-half the cost of an asset during one-third of the service 
life and about two-thirds of the cost over the first half of the life. 

These more liberal depreciation methods have made a significant 
contribution in encouraging modernization and expansion of produc- 
tive capacity, with resulting economic growth, increased production, 
and a stronger economy. 

An additional first-year depreciation allowance of 20 percent on 
the first $10,000 of expenditures for new or used equipment was pro- 
vided by the Small Business Tax Revision Act of 1958. Designed to 
be of particular assistance to small business, the first-vear allowance 
is equally available to all business concerns and farmers, subject to the 
prescribed dollar limitation. 

In the field of administrative policies, the Treasury has continued 
its efforts toward a realistic application of the statute. Since the 
issuance of Revenue Rulings 90 and 91 in 1953, it has been the policy 
of the Internal Revenue Service not to disturb depreciation deductions 
unless there is a clear and convincing basis for change. It was speci- 
fically recognized that in many of our industries today technological 
improvements and rapid economic changes have magnified the im- 
portance of obsolescence in determining depreciation rates. In Rev- 
enue Ruling 91, revenue agents were instructed in determining de- 
preciation rates to consider carefully evidence presented by taxpayers 
with respect to obsolescence. 

As part of our continuing review of obsolescence and service-life 
questions, careful consideration has been given to possible revision 
of Bulletin F. The latest edition of this bulletin, which outlines 
suggested service lives for the guidance of taxpayers, appeared in 
1942. We have tentatively concluded that the reissuance of Bulletin 
F would not serve a useful purpose at this time. On a straight _— 
neering basis and in terms of past historical experience, which excludes 
prospective technological developments, it seems erroneous to assume 
that a restudy of average lives would result in many reductions apart 
from the obsolescence factor. 
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On the other hand, many taxpayers have, on the basis of their own 
experience and of evidence submitted to revenue agents, satisfactorily 
established for themselves shorter lives than a revised Bulletin F 
might suggest. Under the circumstances, a reissuance of a revised 
bulletin might lead to misunderstanding, overemphasis on suggested 
schedules, and even more prolonged disputes whether the Bulletin F 
life, some prospective estimated life, or other measure should control 
the depreciation period in any particular situation. 

Mindful of the critical importance of the depreciation provisions to 
business and investors at this time and of the opportunities for con- 
structive reform in this vital area, the Treasury, after completing and 
analyzing the results of a “pretest” survey, has undertaken a survey to 
obtain additional general statistical information on current practices 
and present opinions on depreciation. This survey is being conducted 
in cooperation with the Small Business Administration to insure 
coverage of both large and small firms. In connection with this 
survey, a questionnaire is being circulated among some 6,000 busi- 
nesses which provide a cross-section of American industry with re- 
spect to depreciation problems and practices. 

In our letter of transmittal to those covered by this survey, we note 
the great importance of the treatment of depreciation for business and 
for the expansion of job opportunities and of the economy generally. 
We are confident that the businesses included in this survey will recog- 
nize that it is essential to have a sound factual basis in order to im- 
prove the administration of depreciation or to change the statutory 
provisions in this area as urged by many business groups. 

A number of business and professional organizations were consulted 
in the planning and developing of the survey. The great majority 
of these organizations indicated their support for such a study. We 
believe that the information and the more up-to-date understanding 
which we hope to obtain through the survey will furnish guidance 
in case of further administrative or legislative proposals of change. 

Certain tentative conclusions may be drawn from the limited and 
fragmentary data already obtained from the pretest survey covering 
26 companies. One of the principal findings was the diversity in de- 
preciation practices, rates, and attitudes among these corporations. 
Outside of certain special situations, the pretest survey showed that 
the great bulk of all new property installations by these taxpayers 
since 1954 was being depreciated under the new liberalized methods. 
Comparison of the service lives and depreciation rates used by the 
larger companies with Bulletin F disclosed some service lives longer 
and a number of others substantially shorter than Bulletin F 
standards. 

Again I wish to emphasize that unrestricted capital gain treatment 
of the profit on the sale of depreciable assets is a troublesome barrier 
to sound administration of depreciation allowances. Many of the 
problems and controversies in the application of the depreciation pro- 
visions have centered around the estimate of service life of equipment, 
including the obsolescence factor which injects such a high degree of 
uncertainty into the determination of useful life. 

In attempting to estimate the average life of a piece of equipment, 
it is possible for experts in the field to make reasonable estimates, 
although there is inevitably a substantial margin of error. We fre- 
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quently hear the contention that meticulousness on the part of the 
revenue agents on the question of service life is misplaced, since de- 
preciation after all is merely a matter of timing allowances. It is not 
true that the rate of depreciation is merely a matter of timing if an 
overdepreciated property may be sold subject to capital gain rates so 
as to afford the taxpayer an unintended advantage by juxtaposing 
ordinary tax rates and the reduced rates on capital gains with respect 
to the same item of income. 

Consequently, so long as capital-gain treatment applies to the entire 
profit on resale of jerscatle equipment, the administrators of our 
tax laws are required to be meticulous if they are to be faithful to the 
clear intent of the statute in providing a reasonable allowance for 
capital recovery. 

The practice of charging off an item of equipment over a relatively 
short period of time, and at the end of the charge-off period disposing 
of the item at a relatively substantial gain, has grown up in some sec- 
tions of industry. Some taxpayers, ignoring salvage value and claim- 
ing to rely on section 1231-of the code, have reported this gain as a 
long-term capital gain. The problems created by this practice are 
serious. They transcend the artificial tax savings sought by some tax- 
payers, since they have unfortunate effects on the approach to the 
determination of service lives, depreciation rates, and estimated sal- 
vage values for taxpayers generally. 

reasury lations based on the longstanding principle that an 
asset may ante depreciated below salvage value have had some suc- 
cess in checking distortions of the depreciation allowance in specialized 
areas chiefly involving property with very short service lives. But 
such regulations, which have been challenged in the courts, do not 
adequately resolve the more general issues involving the relationship 
between depreciation and resale of equipment at capital gain rates. 

The suggested change in the treatment of gain on the sale of de- 
preciable property would facilitate sound administration of the 
present depreciation rules. As previously stated, it would work 
against unfair tax advantage by those who depreciate property 
overrapidly. 

Before we undertake any long-range consideration of getting more 
flexibility into the depreciation schedules, either administratively or 
by statute, this step should be taken. The proposal is in keeping 
with suggestions received from a number of witnesses in the course 
of the panel discussions on tax revision which your committee con- 
ducted last November and December. 

The recommended legislation would be an important step in the 
direction of both fairness and simplification. It would eliminate 
friction between the Service and taxpayers in areas where reasonable 
men may differ and where the resolution of differences would be 
possible except for the extraneous factor of capital-gain treatment. 

The restriction of caperaen treatment would check some exist- 
ing sources of revenue loss and prevent possible permament revenue 
losses in the depreciation area. The resulting simplification of ad- 
ministration should result in economies and better utilization of the 
Internal Revenue Service staff in the application of the tax laws. 

In conclusion, I would like to emphasize the need for the proposed 
legislation and the important benefits which it may produce within 
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the existing general system of depreciation. Within the present 
framework we believe that the proposed legislation will encourage 
a fairer and simpler administration of the existing law, reduce con- 
troversy and abuse, and thereby encourage the growth of our indus- 
trial resources. 

The staff of the Treasury will be available to work cooperatively 
with the staff of your committee in furnishing whatever information 
and technical assistance the committee may require in exploring all 
aspects of this important piece of legislation. 

In this connection I would like to add that there appears to be a 
drafting omission in the bill which was sent up, in that it failed to 
take into account depreciation claimed under the provisions of the 
1939 code, which are comparable to sections 167 and 161 of the 1954 
code, and it should be read with that addition in mind. 

The Cuarrman. Mr. Scribner, I had already thought that there 
was an error in the draft of the bill itselt. That was strictly an 
omission. It was intended in the Treasury recommendation that this 
apply also to the 1939 code. 

Mr. Scripner. Yes, sir. 

The Cuarrman. Are there any questions of Mr. Scribner? 

Mr. Byrnes. Mr. Chairman. 

The Cuarrman. Mr. Byrnes. 

Mr. Byrnes. Under the present circumstances, it is your contention 
that there is the potential for a taxpayer to, in a sense, convert what 
would be ordinary income into capital-gains income ¢ 

Mr. Scripner. Yes, sir. 

Mr. Byrnes. And that is what you are trying to avoid, that 
potential ? 

Mr. Scripner. Yes, sir. Under the present setup, it is possible to 
depreciate an item, and if the taxpayer is in the 52-percent rate, he 
receives the benefit of that rate. If thereafter the taxpayer disposes 
of the item for more than it stands him on his books, the amount that 
he receives above the depreciated book value will only be taxed at 
the 25-percent rate. 

Mr. Byrnes. I gather it is your point that as a result of this po- 
tential, the agents of the Internal Revenue Service take a more strict 
attitude than might otherwise be the case, as far as accepting the 
determination of the taxpayer as to salvage value and also as to the 
rate of depreciation. 

Mr. Scrrpner. We feel that that is true in practice, with the agents 
in the field. It is obvious that if there is a reaching out for too much 
depreciation in any one year, there can be an offsetting gain later at 
an advantageous rate. 

Mr. Byrnes. So that the net effect is, or could be, to make agents 
a little more reasonable. 

Mr. Scrrpner. That would be our belief, yes. 

Mr. Byrnes. The one thing that concerns me is how we can get the 
agents to be more realistic toward salvage value and depreciation 
rates. I recognize this is a stumbling block; but even if you remove 
the stumbling block, I am concerned that the habits that they have 
gotten into in the past may not be changed. 

Mr. Scripner. Mr. Byrnes, it is a question of education, practice, 
and understanding what the position of the Revenue Service is. We 
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believe, and certainly the heads of the Revenue Service here in Wash- 
ington believe, that action by the Congress in this area, since it would 
remove an important reason for being meticulous, would be helpful 
in making it clear that business is supposed to be able to take, as a 
cost, depreciation or obsolescence which they actually incur, and that 
in the absence of some good evidence to the contrary, business judg- 
ment in this area should be accepted. 

Mr. Byrnes. It has always seemed to me that the taxpayer himself 
knew much more about the property he was dealing with and its 

otential useful life, its tendency to become obsolete, and all the other 
‘actors. The salvage value is certainly much more within his know]- 
edge than that of some agent who may be covering any number of 
different types of industries and dealing with all kinds of different 
situations. 

Mr. Scrisner. I think that is true. Of course, you do have to recog- 
nize that agents examining over a period of time in one business wil! 
discover that they have been told something was going to be charged 
off and not used after a short period of time, and then they come 
back and find that item is still in use; or they do find that an item 
was charged way down and then sold for a substantial amount with 
a capital gain taken. Such findings alert them and they may conclude 
they have to be a little more industrious in checking. 

Mr. Byrnes. I appreciate that there are examples on that side. 
But there are also examples which have come pretty forcibly to my 
attention where the agents shift around. You will have an agent one 
year that says one thing, and then 2 years later he changes his mind 
completely, and this matter becomes a constant question of readjust- 
ment and changing, sometimes because you have gotten a different 
agent—not that one is any more expert than another. 

Mr. Scrrpner. I think that one of the areas that takes a great deal 
of time and causes probably as much conflict as any is this question 
of the useful life and salvage value of personal property which is 
subject to depreciation. In that area, this legislation would certainly 
be very helpful. 

Mr. Byrnes. It just seems to me that here you have one of the 
areas of the greatest bone of contention between the taxpayers and 
the Internal Revenue Service. It is almost entirely a matter of judg- 
ment. You try to throw in an engineering concept in your Bulletin 
F; and yet we know that does not take into consideration the poten- 
tial obsolescence. You have the question of salvage value. It is 
completely a matter of speculation and judgment in many cases. If 
we could do something to get this area down into some more fixed, 
realistic attitude, I think we would have made some real progress. 

I am impressed that we do have a situation here that encourages the 
Service to be tight and restrictive in what they will allow for salvage 
value or for the rate of depreciation; so I think this bill is needed. 
But I must express to you a concern that it is going to be rather 
difficult to get some of these agents to change habits which have been 
built up through the years. If they continue in the same habit we are 


not going to be correcting the situation, as I see it, from the stand- 
point of bringing some rhyme or reason into this depreciation field. 

I am not so concerned with the bigger businesses, Mr. Chairman. 
They have their high-priced attorneys, and they have the money 
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to carry any item up to the courts and get a determination so that they 
can have a precedent. But it is the small businessmen who do not 
have that opportunity that are more or less at the mercy of an agent, 
and the agent can be and sometimes is arbitrary and unreasonable 
in this particular area. 

I just hope something can be done to give them a little education 
and let them recognize that maybe some of these businessmen know 
more about the useful life than they do as internal revenue agents. 

Mr. Scrisner. That is the purpose for this survey. I do not think 
anybody objects any more strenuously than I do to asking business 
to answer another questionnaire and send in more material and do 
more homework. But in this pretest which we conducted with the 26 
companies—and it involved not only filling out the survey, but per- 
sonal interviews—we found a very real interest on the part of business 
in doing this. We found in many areas a feeling that we did need to 
have some additional information. The result that we obtained led 
us to believe that if we could go out to industry and cover a very 
substantial segment of the amount of depreciable pret now in 
use, we perhaps could find some material that might provide some 
better guidelines that could be publicized and then made useful to the 
small businessman and to those who do not have staff experts to 
assist them. 

Mr. Byrnes. I would certainly approve of that, because I would 
hope that that might be much more productive than wasting a lot 
of time trying to get an engineering study of useful life, which in 
many cases I think is meaningless. The real thing is what in practice 
is the useful life, rather than what some engineering study might 
indicate. 

The Cuarman. Mr. Keogh. 

Mr. Kreocu. Mr, Chairman, I wonder if I might seek to elicit from 
the Secretary the Department’s attitude with respect to a problem 
that is constantly being presented to this and other committees of 
the Congress; namely, the problem, particularly of smal] business, 
when it is faced with the necessity of replacing a depreciated asset, 
and the current cost of it is two, three, or four times what the origi- 
nal asset cost. We have had proposals made, for example, with 
respect to considering the establishing of the replacement reserve, 
rather than a depreciation reserve. I wonder if the Department 
is prepared to give its views on that. 

Mr. Scripner. Yes. I do not think we would be prepared to sup- 
port depreciation based on replacement value. Our theory of depre- 
ciation has been the allowance to the owner of the property which 
is subject to depreciation, as an operating cost, of the amount of 
depreciation which he has actually suffered or the amount of obsoles- 
cence he has actually suffered. When you go beyond that and at- 
tempt to treat it not as a business cost, but give him some additional 
money that he can use to buy a new item, you are going to move 
quite a ways away from the theory of depreciation which we have 
thus far. You have not only the question of what the cost might be 
to our tax system; you would have, I am sure, problems of determina- 
tion as to the replacement costs that would make the problems that 
business has at the present time seem mild indeed. 
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Most items of machinery which are replaced are replaced by an 
improved and usually a different item which does the things which 
the machine which is being replaced did, but also does other things, 
or does the job faster, or does it better or more effectively or with 
less people involved. 

Mr. Keoeu. Do we not seek to approach the problem perhaps a 
bit obtusely when we set up within such agencies as the Small Busi- 
ness Administration the ability to make relative soft loans to small 
business for the purpose of enabling that business to get the equity 
capital it has not available to it through other stores! One of the 
basic reasons for the deficiency in the available capital to that type 
of business is the failure to enable them to set up such a replacement 
reserve. 

Mr. Scripner. We unquestionably take many steps to encourage 
small business. We certainly should. We should take steps to en- 
courage the economy generally. But I do not thing that one of the 
steps ‘ought to be to change the depreciation methods that we now 
have and go to some sort ofa replacement method. 

It may well be that you should assist business with soft loans. 
But that is a different type of assistance than treating something as 
an expense which in fact it is not. 

Mr. Krocu. Thank you very much. 

The Cuarrman. Mr. Baker will inquire, Mr. Secretary. 

Mr. Baxer. Mr. Secretary, fundamentally we are talking about the 
term “reasonable allowance,” is that right, in this whole field ? 

Mr. Scrrpner. Yes. Are you talking about the life or the salvage 
value ? 

Mr. Baker. Yes, the life, but the basis of it, in determining length 
of life. Leaving salvage value out for the moment, the basis of 
section 167 is, What is a reasonable allowance ? 

Mr. Scripner. Yes, sir. But I would add to that, of course, we 
are attempting to ascertain what. in fact does happen in the particular 
business. If the business establishes that they use up an item over 
4 years and then junk it and it is valueless, they are entitled to charge 
it off over that period of time. The reasonableness comes in, if you 
do not have the factors, which enable you to actually discover what 
has happened and have to make a judgment. 

Mr. Baker. I will get to salvage value in just a moment. 

Of course, you are familiar with section 167. Subsection (a) says 
there should be allowed a depreciation deduction, a reasonable allow- 
ance for the exhaustion of wear and tear, including a reasonable 
allowance for obsolescence of property used in iene or business. 
Then it sets out four methods, in the 1954 code, subsection (b) : 
straightline, declining balance, and any other method consistent. with 
production of value allowance. 

Since that refers to regulations prescribed by the Secretary, and 
since there is the over-all proviso that nothing in subsection (b) 
shall be construed to limit or reduce an allowance otherwise allowable 
under subsection (a), what regulation or regulations have been issued 
since the 1954 code, in brief, on that fundamental sub? 

Mr. Scrrpner. Are you discussing salvage value now ? 

Mr. Baker. No, not yet. | am discussing reasonable allowance. 
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Mr. Scrisner. In 1956 regulations were issued relating to deprecia- 
tion. They a out in Treasury Decision 6128. 

Mr. Baxer. I did not quite get you. 

Mr. Scrrener. Regulations relating to depreciation were issued in 
1956, following the 1954 code. 

Mr. Baker. What isthe substance of that ¢ 

Mr. Scripner. As you know, Mr. Congressman, they are quite 
lengthy. You may have reference to this provision, for example: 

For the purpose of section 167, the estimated useful life of an asset is not 
necessarily the useful life inherent in the asset, but it is the period over which 
the asset may reasonably be expected to be useful to the taxpayer in his trade 
or business or in the production of his income. The period shall be determined 
by reference to his experience with similar property, taking into account present 
conditions and probably future developments. 

Then it goes on to set forth various factors to be taken into 
consideration. 

Mr. Baker. That, to my mind, gets to the heart of it. It is not 
necessarily, in other words, Bulletin F ? 

Mr. Scrisner. No, sir; not at all. That is the whole point. 
Bulletin F is only intended to be of some assistance. What you are 
attempting to do is to find the experience of the particular taxpayer 
whose return is in question, and to give him proper credit for such 
depreciation or obsolescence as he may in fact have suffered. 

Mr. Baxer. In other words, the purpose is to arrive at the actual 
experience of that particular taxpayer. 

Mr. Scripner. That is right. 

Mr. Baker. In doing that, you use Bulletin F, or rather the field- 
men do, as a guideline, and I think in most cases entirely too much so, 
in arriving at that fundamental answer. 

Has that regulation been tested in the courts, when you have been 
subject. to litigation / 

Mr. Scripner. There are two or three cases in court now. The 
Hertz case is before the Supreme Court, and I would suppose that does 
test this section of the regulations. It certainly tests other sections of 
this regulation. The position of the Service was upheld in the circuit 
court. 

Mr. Baker. That brings me to salvage value. 

I see nothing in the 1954 code—if I am wrong I certainly want to 
know it now—to authorize requiring the taxpayer to set up a salvage 
value at the beginning. Is there something in the code to that effect? 

Mr. Scripner. I understand, Mr. Baker, that provisions concerning 
salvage vz alue have been in the regulations in some form ever since we 
have had an income tax law, or our present tax law. 

Mr. Baker. Now, let us be sure we understand each other. There 
is no doubt about salvage value, that salvage value must. be looked to 
upon disposition of the article. But I am talking about, what. justifi- 
cation or legislative authority is there for requiring the taxpayer to set 
up some amount of salv: age value to start with, ab initio? 

Mr. Scripner. I think the justification for it is the constant appear- 
ance of similar provisions in the regulations over a long period of time 
and the reenactment of laws there after, This is a legal justification, 
[ believe, and of course when that was argued in the Hertz ¢ ase, the 
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court upheld it, and it is now before the Supreme Court to determine 
whether or not they can insist on it. 

Mr. Baxer. Of course, the Hertz case would be very different from 
an ordinary automobile used in a trade or business. 

Mr. Scrisner. That is correct. But the question still same up as to 
the Service’s right to insist that some salvage value be determined at 
the beginning, in order to arrive at the base on which you were going 
to compute the depreciation. 

Mr. Baxer. Let us take an ordinary $3,000 automobile used by a 
traveling salesman or anybody else in his trade or business. How do 
you require that $3,000 car to be set up to start with? Give us an 
illustration. 

Mr. Scrisner. I would not want to tell you what a particular agent 
might require. But if we assume that this is a man who uses his car 
over 4 years, and it is a standard automobile, the agent might well say 
that at the end of 4 years that car would have a salvage value of, just 
to pick a figure out of the air, $200. Therefore, the base on which this 
car would be depreciated over the 4-year period would be based on 
$2,800 rather than on $3,000. 

If this were not done, and we assume that at the end of the 4 years 
he could dispose of it for $200, he would be taking depreciation ahead 
of the time when he was entitled to it. 

Mr. Baxer. Of course, if he sold that car at the end of the 4 years 
for $100, he would have a $100 ordinary loss deduction. 

Mr. Scripner. That is right. 

Mr. Baxer. But in the meantime during that 4 years, he has lost 
the benefit of that $200 depreciation. 

Mr. Scrrpner. Yes, sir; or if he had the $100 loss, he would have 
lost the hundred dollars. If he could sell it for only $100, he shouldn't 
have the other $100 in salvage value. 

Mr. Baxer. Then, under 1231 of the 1954 code, the existing law, if 
he got this $200 for it, it washes out. 

Mr. Scrtpner. Yes, sir. 

Mr. Baxer. But if he got $1,000, then you would have $800 to ac- 
count for. 

Mr. Scripner. That is correct. 

Mr. Baxer. And under 1231 that would be a long-term capital gain. 

Mr. Scrrpner. Yes. 

Mr. Baxer. And by this bill, you would make that $800 ordinary 
gain. 

Mr. Scripner. Yes, sir. 

Mr. Baxer. That is the substance of the legislation. 

Mr. Scrrener. That is correct. 

Mr. Baxer. This is a field not entirely germane to this bill, but in 
the language that you read, two or three sentences seemed to me to 
strike at the heart of determining reasonable allowance. Would you 
read that into the record again right now, those two or three sentences 
where it talks about “not necessarily” so and so, and give the number 
of the regulation, and so forth ? 

Mr. Scripner. This is Treasury Decision No. 6182, and it is Section 
167: Depreciation; under that, paragraph 1.167, (a)-1, titled “De- 
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— in General,” and then a subhead under that, (b) “Useful 
Life” 


For the purpose of section 167 the estimated useful life of an asset is not neces- 
sarily the useful life inherent in the asset, but is the period over which the 
asset may reasonably be expected to be useful to the taxpayer in his trade or 
business or in the production of his income. This period shall be determined 
by reference to his experience with similar property, taking into account present 
conditions and probable future developments. 

The regulation then continues in some detail as to factors that should 
be considered. 

Mr. Baker. Of course, I know all agents have all regulations. But 
has that particular definition been brought to the attention of the In- 
ternal Revenue Service nationwide as being really the hub of the 
point ? 

Mr. Scripner. Yes, it has. Revenue Rulings 90 and 91 have been 
sent out, calling attention to this general area; 90 went out in 1953, 
which was, of course, before the 1954 code and before this particular 
regulation which I have read. But it emphasized the necessity of not 
disturbing the judgment of the taxpayer if there was evidence to sup- 
port that judgment. 

Mr. Baxer. Do you not think it would be possible to impress that a 
little bit more on the Service throughout the Nation ? 

The reason I ask that question is, I believe a great majority of the 
cases, when an agent and a taxpayer sit down to discuss useful life, 
the taxpayer, unless he has the benefit of real advice, is faced with 
Bulletin F and not with the language you have just read, which 
certainly is far more favorable to the taxpayer than Bulletin F. 

If this legislation is passed, could you not call that more to the 
publie’s attention, to the agents and the public, this language you have 
read into the record ? 

Mr. Scrrpner. Yes, sir; we could. And it would be the intent 
again to call attention to these various statements that have gone 
out as to the regulations, and also the fact that with the limitations 
of the present possibility of shifting ordinary income to income 
which would qualify for capital-gain treatment, the necessity for 
being so meticulous in this area becomes less. 

Mr. Baker. And that could well be a justification, if there were 
justification, for enacting this bill—justification in the sense that the 
taxpayer would get a break and should get a break. 

Mr. Scripner. I would not want to put the justification for this 
bill on this basis. 

Mr. Baker. I realize it is not the right word. 

Mr. Scrrpner. I think that is one of the things which might flow 
from cleaning up this situation. 

Mr. Baxer. Now I have two other questions. First, did the Serv- 
ice apply this salvage value concept prior to the 1954 code in the 
same way as now! ? 

Mr. Scrrpner. I would not be able to answer that from my ex- 
perience, but my judgment is that there has been more attention to 
this salvage value question, since the 1954 code, due to the new de- 
preciation provisions. If you are now allowed to depreciate some- 
thing faster than you could before and you can crowd a good part 
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of the depreciation into the early life, it adds an additional incentive 
to stepping up depreciation. 

Therefore, it has become, I think, more important to the agent to 
make sure that depreciation is based on true value, less salvage, than 
was the case before. 

Mr. Baker. My final question is along the lines of the inquiry of 
Mr. Keogh. 

In 1958, we passed, or put into the Technical Amendments Act of 
1958, a section which I sponsored along with others, providing an 
additional 20 percent in the first year of the useful life of a piece of 
machinery. Then, in the first year, with the 1958 amendments, the 

taxpayer would be allowed to take 30 percent, subject to a maximum 
of $10,000. What effect would this bill have on that amendment of 
1958 ? 

Mr. Scrinner. Of course, it would not have any effect on that 
amendment. 

Mr. Baker. I mean on the application of the amendment. 

Mr. Scripner. Well, again, it perhaps would be helpful in that 
application, because of less concern about salvage value which might 

result therefore. On the other hand, if too much depreciation was 
taken, and when the taxpayer ended up and disposed of the item, 
whereas, as of now, they would have a long-term capital gain, it would 
be ordinary income if this went into effect. 

Mr. Baker. Would you be in a position to say whether the Treas- 
ury would oppose raising that first-year limitation from $10,000 to 
$20,000? That certainly is along the line of Mr. Keogh’s discussion. 

Mr. Scriener. I would not be in a position to give ‘the Tre sasury’s 
position today, either way, on that. 

Mr. Baxer. If you feel the Treasury could do it at this time, I 
wish you would make a report as to their views, after you have 

talked to them, and also the Revenue Service. 

That is all, Mr. Chairman. 

The Cuamman. Are there any further questions ? 

Mr. Watts? 

Mr. Warts. Speaking of the salvage provisions that have been 
used, if this change was made in the law, would the Department still 
be interested in the s alvage question ? 

Mr. Scripner. Yes, sir. 

Mr. Warts. Why? 

Mr. Scripner. Because we do not feel you could just remove the 
question of salvage entirely. 

For example, let us take the example of the automobile which 
we had here, of $3,000. If you remove the salvage value entirely. 
you might get a situation where the owner would then say, “Well, 
I don’t have to take any salvage value, and I am going to charge 
this off over a 1-year period.” 

It may be a. fact that he only uses his car for 1 year and then turns 
it in, which would entitle him to charge off whatever depreciation 
was suffered over ths at 1-year period. 

Let us take a 2-year ‘period, because it would make a little more 
sense. At the said of that time, he still would have a substantial 

salvage value. So you cannot allow him to say that the car would 
be worthless at the end of the 2-year period, and fully depreciate it 
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in that time. You have to have some standard of what the salvage 
value might be at the end. 

Mr. Warts. Yes. But if it had a value at that time and he realized 
any value on it, would you be considering that as ordinary income 
and receive the full taxes on it? 

Mr. Scripner. Yes, sir. 

Mr. Warrs. Where would the salvage help you ‘ 

Mr. Scripner. I beg your pardon ¢ 

Mr. Warrs. In other words, the only purpose of keeping the sal- 
vage, then, would be in order to keep the fellow from charging off too 
much the first year ¢ 

Mr. Scripner. It would be to prevent the taking of depreciation 
which he had not in fact suffered, and the throwing of income into 
a vear where it did not properly belong. 

Mr. Warrs. Let me ask you another question. 

This type of property is property that is ordinarily subject to 

capital gains; is it not? 

Mr. Scripner. Yes, I think that would be correct. 

Mr. Warrs. And the error that you are trying to correct, then, is 
an error in the method of depreciation; and by this method you are 
going to change the category of this partic ‘ular property: is that it? 

Mr. Scripner. No, sir. You are not going to change the category 

t all. And any capital gain which is ‘actually realized would still 
a ar the same tax as it does at the present time. 

The purpose of this would be to prevent the translation of an over- 
depreciation into a situation where you would get capital gain treat- 
ment of the amount involved. 

Mr. Warts. If he owned the same property and it was not subject 
to depreciation, certainly he would be entitled to capital gains on 
the entire amount of it. 

Mr. Scripner. That is right. 

Mr. Warts. And you have changed the situation merely because 
he is permitted to depreciate; is that right ? 

Mr. Scripner. We have said that if you have a piece of property 
that you use in your business or to produce income, on which you can 
take depreciation, and you take excessive depreciation, you cannot 
thereafter realize a capital gain to the extent of the excessive depre- 
ciation, We have not said that the other items are not subject to 
depreciation, 

Mr. Warrs. No, I know that. 

Now, as to the reason for the statement at the end of paragraph 3 
on page 5— 

If the overall result was a net loss, it would be deductible as a let loss— 
that is because it is property used in the course of his business, is it 
not ? 

Mr. Scrrpner. Yes. 

Mr. Warts. And that is not subject to any kind of balancing be- 
tween gains and losses, is it ? 

Mr. Scripner. No, sir. 

Mr. Warts. That is all, Mr. Chairman. 

(At this point, Mr. Mills left the hearing room.) 

Mr. Kine. Mr. Curtis. 
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Mr. Curtis. Mr. Chairman. 

When Mr. Baker was interrogating you about the issuance of the 
Treasury instruction, you did not supply a date. When was that 
issued, the instruction that went out ? 

Mr. Scrisner. The Treasury decision which I read was dated June 

, 1956. 

Mr. Curtis. And then, the instructions? 

Mr. Scripner. The instructions 90 and 91 that I talked about went 
out in 1953. 

Mr. Curtis. In 1953. 

What sort of system are the agents instructed to use to keep track of 
these various instructions? Are they numbered so that they go in a 
series, so that they can refer back to them ? 

Mr. Scrisner. I will ask Mr. Glasmann to answer that question. 

Mr. GuasmMann. The regulations and rulings, such as revenue 
rulings 90 and 91, are pr inted in the Internal Revenue Bulletin which 
is pablished every 2 weeks, and which is made available to revenue 
agents. After, say a 6-month period, they are put into a book, and 
the agents have those books available to them. 

Mr. Curtis. So, speaking of this 1953 instruction, that would go 
in their book; is that right ? 

Mr. GuasMaAnn. That is right. 

Mr. Curtis. And would remain in there until it were changed in 
some other way. 

Mr. GuasMaNnn. That is correct. 

Mr. Curtis. Thank you. 

Now, I was a little bit concerned, when you were discussing the 
philosophy behind depreciation, when you referred to it as being a 
cost item. I want to reexamine that just briefly, to be sure that I am 
correct. 

As I understand it, the reason we have depreciation allowance is 
essentially because the constitutional amendment limits us to taxing 
income, and we cannot tax capital; and this is, in essence, to conform 
to that constitutional limitation against the taxing of capital. 

Am I correct or not ? 

Mr. Scripner. I suppose you are saying the same thing. What we 
are saying is that if this item has lost its value, we do not tax it and 
do not intend to. 

Mr. Curtis. Yes; but I just want to get it into context. As we go 
into detail, I do not think there is any detail at all. 

Mr. GuasMANnN. Under our law, it is an attempt to allow recovery 
of cost. 

Mr. Curtis. An attempt to allow recovery of cost, which in essence 
is to avoid the taxation of capital; is that right ? 

Mr. Guasmann. I would think that would be correct. 

Mr. Curtis. Incidentally, I happen to be very strongly in favor of 
this legislation, and feel that it has been long needed. 

Has the Treasury made any attempts to estimate the amount of 
revenue we are now losing from the fact that this loophole exists and 
the capital-gains treatment is given to things that the Congress in 
passing the law did not anticipate would be treated as capital gains? 

Mr. Scriener. As you can well understand, it is difficult to arrive 
at a figure, because there are so many factors "that are not subject to 


seit ‘il 


Cste 


4% 


sh 





ex 


th 
ke 
be 


fil 
sn 


th 





REVISING TAX ON SALES OF PERSONAL PROPERTY 19 


exact mes ane but our estimate is that it is in the magnitude of 
$125 million a yea 

Mr. Curtis. $195 million a yea 

Of course, from the revenue Sonne probably, as you say, we can 
then be less meticulous, because we have been meticulous in order to 
keep the loss from this loop hole at a minimum. So there probably will 
be some balancing off of any figure that may be a neutral as far as the 
Treasury is concerned. 

Mr. Scrisner. That is entirely correct; and it is possible that in the 
first 2 or 3 years of application it might result in some relatively 
small loss of revenue, as there was some more leniency developed in 
the acceptance of depreciation practices. 

Mr. Curtis. But from the economic standpoint whatever the loss 
might be will be from the fact that the laws are being administered 
as they were intended, and the taxpayer involved there is the one who 
is using it in the right way, and the revenue gain is going to come 
from people who have not been using it in the right way. 

Mr. Scripner. That is absolutely correct. And of course, in addi- 
tion, after the first year or two, we would expct that the revenue would 
benefit thereby, becaues of the amount that industry would have 
through this depreciation setup for development and new planning. 

Mr. Curtis. I am deeply impressed by that. As a matter of fact, 
this is the very area, as I see it, in which we will gain our economic 
growth. If this is used in the proper fashion, the revenues that the 
Treasury will get will come not from assets that are being devoted 
to industrial expansion; quite the contrary, I do not know what 
happens to the gain to the taxpayer from that. It could go into 
development, it could go anywhere. But certainly in the area of 
recoupment, we know that that is going to be in actual plant and 
equipment expansion. 

Would the Secretary agree with that? 

Mr. Scripner. I think that is correct. Of course, that assumes that 
the company will use the money to replace their plant and not retire 
from business, and so forth. But by and large I think I would agree. 

Mr. Curtis. Yes; it is the economic processes of any business, while 
certainly the loophole is actually taking it out of the economic process 
of any going concern. 

Mr. Scripner. It means that that particular taxpayer has disposed 
of this machinery instead of continuing to use it. 

Mr. Curtis. Yes. 

Thank you. 

The Cuarrman. Mr. Ikard will inquire. 

Mr. Ixarp. Mr. Secretary, I have just a couple of questions. One 
has generally been touched on by Mr. Keogh and others. 

Admitting the equity of this proposal, if we do not couple it with 
a general look at the whole depreciation area, and getting a more 
realistic approach to this problem, are we not in effect just aggravating 
an already bad situation as far as the average business is concerned ? 

Mr. Scripner. No, sir. I think you would be doing quite the con- 
trary. Asa matter of fact, as you know, in the 1954 code, and in the 
small business provisions, a number of things have been done to be 
helpful. It is our desire at the Treasury to accept, as far as we can, 
the business judgment of the loss that is suffered; and this statutory 
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situation that we are trying to correct by this legislation is a block to 
doing that. 

We certainly feel that before you give thought to any legislation 

* administrative practice that would further liberalize, you would 
sad the protection of this statutory change. 

Mr. Ixarp. I do not know that I would disagree with that. But it 
would seem to me that they should be done simultaneously or, at least, 
if not, you just aggravate an already very bad situation, in my 
judgment. 

Mr. Scrisner. Mr. Congressman, we considered the possibility, over 
the last several months, of doing something on a simultaneous basis, 
and it became very evident, as we discussed it with industry, as we 
checked on this matter, that there was not sufficient knowledge of in- 
dustry’s practices and experience, the methods of depreciation they 
were using, to take a meaningful step. That is the reason that we 
made our pretest survey, which confirmed the fact that we needed more 
information, and that is the reason we are going ahead now with this 
larger survey. 

But in the meantime, if we do not obtain legislation of this kind I 
think we are going to continue to have all of these administrative prob- 
lems, all of these difficulties which have troubled industry, we are 
going to continue to have in certain areas an advantage taken of the 
ability to shift 52 percent income into 25 percent income. We do not 
think that we ought to postpone this action sometime many months in 
the future. 

Mr. Ikarp. Of course, I see that problem; I am not arguing about 
that. It also seems to me that probably much of this shifting is prac- 
tically required on account of the fact that the other provisions of 
both the regulations and the law with respect to depreciation are so 
unrealistic. 

In reference to this salvage question, I do not know that T under- 
stand exactly the purport of Mr. Watts’ questions and the field in 
which Mr. Curtis asked. Under this proposal—I hope you will correct 
me if I am wrong; I would really like to know—the taxpayer in the 
beginning would ‘establish his salvage value on a given piece of prop- 
erty, and then he would deprec iate the difference over the life. and 
anything that he was able to sell it for, over and above the salvage 
value established would be the area in which the tax treatment would 
change. Isthat correct ? 

Mr. Scrrpner. That is correct. 

Of course, if he sold it for more than he paid for it, the difference 
would be a capital gain. 

Mr. Ikarp. I understand that; that would clearly be a capital gain. 

Mr. Scripner. Yes. 

Mr. Ikarp. In this area, if you establish a salvage value in the be- 
ginning, are you not in effect getting into an area in which vou have 
all kinds of administrative difficulties, and certainly an area where the 
minds of reasonable men could differ? And will we not again have a 
situation in which, depending on the geographic location of some plan, 
we are going to have all kinds of different rules and approaches to a 
problem ? 

Mr. Scrisner. That is the problem we have at the present time. 
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Mr. Ikarp. | know it is. 

Mr. Scripner. Because we do establish salvage value, and because of 
the very real advantage that may accrue if the taxpayer guesses wrong 
on his salvage value and sets it up much too low, you have all these ad- 
ministrative problems. 

We cannot take the position that we would forget salvage value 
entirely if this went through. But the advantage accruing to the 
taxpayer if he makes his salvage value too low would be substantially 
reduced and therefore we feel that the agents might be asked to be 
much more ready to accept the view of the owner as to what the sal- 
vage value might be. 

Mr. Ikarp. But as an actual matter, other than that incentive on the 
part of the taxpayer, you still havea problem. 

Mr. Scripner. Yes, sir. 

Mr. Ikanrp. I believe that is all, Mr. Chairman. 

The Crrarrman. Are there any further questions? Mr. Knox will 

nquire. 

Mr. Knox. Mr. Secretary, in listening to the interrogation and your 
replies, it is apparent that you are having some difficulty now with 
the regulations which you have endeavored to institute in order to 
bring about the conclusion as to how this should be handled. Should 
H.R. 159 become law, then what assurance will the Treasury Depart- 
ment give relative to improvements in administrative treatment of de- 
preciation rates and also the salvage ratio? 

Mr. Scripner. Mr. Congressman, I do not think we can give any 
vreater assurances than we have discussed here today. One of the 
reasons for the agents being as concerned in this area as they have been 
in the past would be removed. We would again repeat the injunctions 
which we have given in the past, and we would also point out that 

there certainly are areas where the agent could spend his time more 
effectively from the point of view of enforcing the revenue laws than 
inthisarea. That isabout as far as we could go. 

Mr. Knox. Then there could not be expected any improvement in 
that particular field, is that correct ? 

Mr. Scripner. I personally would expect some improvement. 

Mr. Knox. In what way? 

Mr. Scrrpner. Beg pardon ? 

Mr. Knox. In what way? 

Mr. Scripner. Once one of the reasons which now require an agent 
to be very careful that depreciation is not overstated or salvage value 
understated has been removed, we can again emphasize to the agent, 
with this fact as a reason for doing it, the instructions which have gone 
out earlier. 

Mr. Knox. Would the instructions be forwarded to the agent ? 

Mr. Scrrpner. Yes, sir. 

Mr. Knox. In the so-called Bulletin F? 

Mr. Scripner. No, sir. This would not be a Bulletin F problem. 
This would be another instruction to the agent similar to 90 and 91. 

Mr. Knox. Then the Treasury Department’s position and plans for 
the future liberalization of depreciation would be for better adminis- 
tration, would it not ? 

Mr. Scrisner. Lam sorry. I didn’t hear the last of the question. 
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Mr. Knox. Then the Treasury Department’s position and plans to- 
ward basic liberalization of depreciation would be somewhat improved, 
would it not ? 

In other words, there is an objective and your objective is to im- 
prove, is it not? 

Mr. Scrtsner. The objective here is to remove as much irritation 
as we can in this area to have a more effective administration of the 
law and to enable our agents more readily to find and to accept the 
actual depreciation and obsolescence suffered by the owner of the 
property. 

Mr. Knox. There is one other question. I believe it is of deep con- 
cern to industry and also to the Treasury Department. It is supposed 
to apply H.R. 10491, taxable personal property sold or exchanged 
after date of enactment, thus constituting a retroactive adjustment 
with respect to depreciation claimed on such property in prior tax- 
able years. Would you care to comment on the proposal to have this 
bill made applicable to taxable personal property acquired after the 
date of enactment so that the taxpayers will have some reasonable time 
to adjust to the new situation ? 

Mr. Scripner. It would seem to me, sir, that this piece of legislation 
and what it attempts to do, the reasons back of it, are such that a 
period of adjustment is not required. We think it would be better to 
accept it in the form we have submitted it. If we are concerned, as I 
am sure that you are, certainly industry is, with all of these problems 
involved in the acceptance of depreciation values and so forth, you 
are not going to remove very many of them if the act is only going to 
be made. applic: ible prospectively to property acquired in the future. 
All of the existing problems we now have would remain on everything 
that is ina plant to ay. 

Mr. Knox. If it is to be retroactive, then in the case of possibly 
a 10-year period of depreciation on equipment, especially in a large 
operation, would we construe it to be necessary, then, that the indus- 
try would have to make amended returns in-order to comply with the 
law? 

Mr. Scrispnrr. This would be a question of future sale. 

Mr. Knox. I did not get the answer. 

Mr. Scripner. This would apply to sales that took place after the 
law became effective. 

Mr. Knox. If it were to be retroactive on some depreciation. 

Mr. Scrisner. It would not be retroactive. 

Mr. Kwox. It would not be? 

Mr. Scrrpner. It is not retroactive legislation. But it would affect 
sales which took place subsequent to its effective date. You would 
examine the depreciation which had been taken over the life of a 
particular item that had been sold. 

Mr. Knox. Then the adjustments would be made from that point 
on? There must be some adjustments that would have to be made. 
If someone bought a piece of equipment costing $10,000 and set it 
up on a 10-year depreciation plan, would there not, and only 2 or 
years had expired on the proposal that had been set up for the 
depreciation of the particular piece of equipment ? 
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Mr. Scripner. This would only affect items that had been disposed 
of. The determination would be made as to the treatment of the 
gain that might have been realized in the sale of the asset. 
~ Mr. Kwox. That is all, Mr. Chairman. 

The Cuarrman. Any further questions ? 

Mr. Karsten. Mr. Chairman ? 

The Cuarrman. Yes, Mr. Karsten. 

Mr. Karsten. I was unfortunately detained and I did not get to 
hear the statement. It is possible he may have answered my question. 
If you have, I will simply look at the record. 

| would like to raise the question, what would be the revenue effect 
of this legislation ? 

Mr. Scrisner. I did answer that, Mr. Congressman. 

Mr. Karsten. Yes, sir. 

Mr. Scrrener. I would be glad to try and answer it again. In 
the first place, it is difficult to be sure that you can get an accurate 
measurement here because of the variables that it is hard to put a 
measurement on. We think that it would be in the magnitude of 
$125 million a year additional tax if there was no relaxation of 
depreciation and we would expect there might be some relaxation of 
depreciation, so that we would not assume any additional revenue 
probably resulting from this except from two sources. 

First, that we would feel that our agents could be in areas that 
perhaps would be more productive, and, secondly, if depreciation 
were allowed, if there were a more liberal recognition of the actual 
experience of industry, then industry would perhaps through invest- 
ment of more funds have more plants and pay more taxes somewhere 
along the road. 

Mr. Karsten. Thank you very much. 

That is all I wanted to know, Mr. Chairman. 

The Cuatrman. Any further questions? 

Mr. Alger will inquire. 

Mr. Avcer. Just this, Mr. Secretary. 

As I listened to earlier questions and our early hearings on depre- 
ciation, would you agree that the big trouble that seems to worry us 
in depreciation is the difference of definition between depreciation and 
replacement ? 

Mr. Scripner. I am sure that is one of the causes of concern. 

Mr. Aveer. This is one that strikes me that many businessmen think 
in terms of depreciation as the money needed to replace the given 
item that is being depreciated. 

Mr. Scrivner. That is correct. They are thinking of what they 
will need to keep their plant as an operating unit and they must have 
in mind where they are going to secure the money to replace an item 
when it is no longer usable. 

Mr. Arcer. From the definition that you have used in section— 


whatever it is in the code here—replacement is not the criteria that 
you consider at all. 


Mr. Scripner. No, sir; that is correct. 
Mr. Arcer. There is no reason in this bill, then, for bringing this 
matter up in any way at all of redefining depreciation, is there? 
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Mr. Scrrpner. No, sir; that would be a very basic change, I think, 
of our tax structure and certainly would not be related to this par- 
ticular request. 

Mr. Areer. Do you feel there is any weakness in our position if 
we agree with you on this, that this is an inequity if we do not redefine 
that difference as to what the basic definition of depreciation reallv is? 

Mr. Scrisner. No, sir; I do not. 

Mr. Aucer. Thank you, Mr. Chairman. 

The Cuarrman. Any further questions? 

Mr. Curtis. Mr. Chairman, just on that point. 

The Cuarrman. Mr. Curtis. 

Mr. Curtis. I think it might be said: is not the tax considered in 
replacement ¢ The cost of the improved machinery might be greater 
and also the value might be greater, that financing of that improve- 
ment should come from new equity capital or capital somewhere else. 
It should not be involved in our tax laws on the basic idea of the 
improvement of the original capital investment, right ? 

Mr. Scrrpner. It certainly is not involved on the depreciation 
theories that we have in our law at the present time. 

Mr. Aueer. Thank you. 

The Cuarrman. Mr. Watts? 

Mr. Warts. Mr. Secretary, under the present situation, is not a 
taxpayer who buys machinery and depreciates it for a year or two 
and then does not sell it but trades it in on new machinery permitted 
under those circumstances to set up the difference in the cost of the 
machinery as his new depriciation basis on that particular machinery ? 

Mr. Guiasmann. Under the present law that would probably be 
regarded as a tax-free exchange of machines and the taxpayer would 
carry over his old basis plus whatever additional cash he may have 
had to pay for his new machine. That would be his new deprecia- 
tion base. 

Mr. Watts. Would the enactment of this section make any change 
at all in this? 

Mr. Guasmann. No. 

Mr. Watts. Would he have to account ? 

Mr. GuasMann. There would be no gain recognized in that situa- 
tion, so it would not change that situation at all. 

Mr. Warts. One other question about this salvage I want to get 
back to. 

When did the Service start taking into consideration salvage, after 
the 20-percent depreciation allowance or was it prior to that time? 

Mr. Scrrpner. The Service has taken salvage into consideration 
for many, many years. As I said, in reply to a previous question, I 
think that the Service began perhaps to give greater attention to it 
when these various accelerated methods of depreciation were author- 
ized and it accentuated the possible consequence of making misjudg- 
ments on salvage value. 

Mr. Warts. The real emphasis has been put on it since the 
accelerated depreciation ? 

Mr. Scrrpner. There has been more emphasis, I believe, certainly 
based on the comments we receive from property owners. 

Mr. Warts. You hear everybody talking about it now. Before that 
you rarely ever heard it mentioned; is that correct ? 
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Mr. Scripner. I think that is right. Whether this is because more 
emphasis 1s placed on it or whether the amount of salvage value now 
has more effectiveness in determining when a taxpayer realizes in- 
come, it is hard to say. It may have ‘been done in the past just as it 
is now but since you were not authorized to accelerate depreciation it 
was not of such importance. 

Mr. Warts. It would not be of as much importance if this piece of 
legislation is enacted ? 

Mr. Scripner. That is right. 

Mr. Warts. That isall I have. 

Mr. Keoeu. Mr. Chairman, I hate to impose on the Secretary, but 

had what might go for another thought. 

The CuHarrman. Mr. Keogh. 

Mr. Keoeu. Under this proposal, are you not imposing upon the 
owner of this type of personal property the burden of the results, say, 
of inflation ¢ 

Mr. Scrisner. If we have inflation, Mr. Congressman, the burden is 
on everybody, as you well know. Anybody that owns an item of 
property has to suffer the results which may flow in the economy be- 
cause of an inflationary development. 

Mr. Kerocu. I understand that. But under your proposal, if I 
understand it correctly, assuming that the resale price of a written 
down asset is greater than the book value, and part of that apprecia- 
tion is not any real increase in the value of the asset, but a reflection 
of inflationary trends, you would propose a further penalty on that 
taxpayer by taxing the increase as eee income, wouldn’t you ? 

Mr. Scripyer. I don’t think we would be putting any further pen- 
alty on the taxpayer. If that price did involve some inflation and 
inflation did not get it up above the original cost, the comment you 
made might follow. You always have the difficult question on a 
piece of used machinery, particularly the replacement for which 
would be a new modern piece of different type, to determine just 
what the reason is which permits you to recover more than its 
depreciated book value. 

Mr. Keocu. Would you agree with me when I say that these areas 
of relatively discretionary authority are areas that complicate admin- 
istration of the tax law? 

Mr. Scripner. Yes, sir. I certainly would. 

Mr. Keoeu. Therefore, anything that we do that would enable the 
average taxpayer to know with some degree of certainty and definite- 
ness what his present and future liability is would be a step in the 
right direction ? 

Mr. Scripner. Yes, sir. 

Mr. Auger. Mr. Chairman ? 

The Cuarrman. Yes. 

Mr. Arcer. I want to find out one thing that still troubles me, Mr. 
Scribner. If I am wrong in this statement, please correct me. I am 
trying to define depreciation. Depreciation by definition is the re- 
placement of capital and not equipment. Therefore, inflation or the 
replacement of equipment is not concerned. It is replacement of 
capital, is that not correct ? 
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Mr. Sorrpner. Depreciation is the cost value of the particular item 
which has been lost during the period of time over which you are 
taking the depreciation. It is measured by that loss. 

Mr. Areer. Your definition in the code is much better than any- 
thing I can think of. I am trying to get the idea. In depreciation 
you are talking about replacing capital. It does not make any dif- 
ference what the equipment is. It is capital you are replacing, is 
that not correct ? 

Mr. Scriener. You are replacing a particular piece of equipment. 

Mr. Areéer. It is the capital value you are replacing. It is capital; 
it is not equipment you are replacing. It is value on the equipment 
which is the capital. Is that all we are talking about? 

Mr. Scrrpner. You can equate what you paid for that piece of ma- 
chinery and say that is part of your capital setup and that is what 
you are depreciating. 

Mr. Axcer. Mr. Scribner, I want to say that once again because I 
want you to see how I am trying to reason through for my own 
education now. 

If it is true we are replacing capital 

Mr. Scripner. You are replacing a capital item. 

Mr. Curtis. No. It is capital. 

Mr. Aterr. It is capital. If you are replacing capital then we in 
this committee cannot be concerned about inflation nor about the par- 
ticular equipment, whether it is new automatic equipment replacing 
the hand loom or anything else, the money is used for, because we 
are replacing capital and capital only. 

Is that the logic of it? That is all Iam saying. 

Mr. Grasmann. Mr. Alger, there are all Finds of definitions of 
depreciation. Under our tax code it is merely a recovery year by 
year on an orderly basis of your cost less anticipated salvage value. 
It is tied in with original cost. If you want to call capital your 
original cost, that would be right. 

Mr. Curtis. That is what it is. May I impose? 

Mr. Areer. Yes. I am trying to understand, that is all. 

Mr. Curtis. It is capital and you are only using the equipment to 
measure what your capital is. But the very fact you start out with 
only your investment dollar in the beginning indicates that you 
are talking about the original capital investment. It is only measured 
by the piece of machinery or whatever it might be. But when you get 
right down to the essence of it, is it original capital investment ? 

Mr. Scrrpner. The measure is the original amount of capital that 
you invested in this particular piece of property. 

Mr. Curtis. No. We are still at semantics, all right. But it is 
pretty important, I think. Capital is not the measure. Capital is 
the thing we are measuring. We measure the capital by the equip- 
ment, not the other way around. 

Mr. Scripner. Mr. Curtis, I would be glad to accept you definition 
but I am sure you will agree with me it is all right if we don’t put it 
in the regulation. 

Mr. Curtis. The only importance of this is that I think we have 
to get our logic teiahinal out if we approach this because it is 





later on that we have to refer back to our original starting point. 
That is why it becomes very important. 
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Mr. Auger. Mr. Chairman, here is what I am trying to say. Take 
a piece of equipment that cost $100,000. You depreciate it on that 
basis. Inflation would mean it would cost the purchaser of that piece 
of equipment more to buy the identical piece of equipment, this is 
not obsolescence in that sense, the same piece of equipment might 
cost him $200,000. That is just tough. Inflation has nothing to do 
with depreciation for tax purposes. That is what I am trying to 
understand. 

Mr. Scripner. That is correct, Mr. Congressman. 

Mr. Auger. Because you are replacing ¢ -upital. 

Mr. Scripner. We now under our statute treat only with deprecia- 
tion. 

Mr. Aueer. Thank you. 

The CHairman. Mr. Betts. 

Mr. Berrs. Am I correct that in this bill you are not trying to 
change the definition or treatment or consideration of depreciation ? 

Mr. Scrrpner. No, sir. 

Mr. Berrs. You are accepting the depreciation as in the law used 
at the present time ¢ 

Mr. Scrrpner. That is correct. 

Mr. Berrs. All you are trying to do is equalize the sale of what- 
ever it is, property, with the amount that it depreciated under the 
present law / 

Mr. Scrisner. That is correct. We hope that by this we can im- 
prove the administration of the law, which we now have on the books. 
That is all. 

The Cuamman. Any further questions ? 

Mr. Baker. Mr. Chairman, I am afraid I have to get into it, too. 

The CuHairman. Mr. Baker. 

Mr. Baker. In the first place, I agree with Mr. Alger and Mr. 
Curtis. As far as existing law is concerned, what you strive to do is 
replace capital, perhaps using the piece of equipment as an index. 
But the fact remains to use the same illustration Mr. Alger used of an 
item of equipment or machinery that cost $100,000 15 years ago, costs 
$200,000 now, whether due to inflation or what. We had instances 
last year where there was not a single change made in that particular 
piece of machinery, not a bit of improvement, where it cost $25,000 
20 years ago and now $125,000. If all you do is get return of capital 
you just get $25,000, the fact remains you cannot buy that $125,000 
machine that cost that today with no improvement, that cost $25,000 
before. 

Canada has gone much further along the lines than we have with 
a statutory schedule just about half what ours is. They have at- 
tracted tremendous industries and great employment. I say the mere 
return of capital is not a fair test. 

The Cu AIRMAN. Any further questions / 

Mr. Secretary, have you gone beyond your consideration of merely 
il result of this proposal in connection with tax policy and deprecia- 
tion to consider what the effect of the bill might be with respect to a 
particular taxpayer's willingness to dispose of old equipment and 
buy new and more efficient equipment? Will this proposal encourage 
the taxpayer who should have more efficient equipment, newer equip- 
ment to purchase newer and more efficient equipment or will it cause 
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the taxpayer to hold on for a longer period of time to old equipment 
that may be less efficient 

Mr. Scripner. I think, Mr. Chairman, that you might say this pro- 
posal would perhaps cut both ways. Based on the fact that he might 
lose his capital gain treatment you could say that since he is going 
to have to pay more tax, he would have less money left and would be 
unwilling, therefore, to make the change. 

On the other hand, if we can improve the administration here and 
have a more ready recognition of actual depreciation or obsolescence, 
the taxpayer may receive improved treatment and for this reason be 
in a position to change machinery. 

I think our observation has been that while the question of what 
you can get for machinery is, of course, important to any manufac- 
turer, the manufacturers are interested in running efficient and com- 
petitive plants. They know they cannot run well with ineffective and 
inefficient equipment and they are going to look to better operation as 
their prime responsibility in any event. 

The Cuatrman. I have always understood that it was both the rate 
of depreciation that a taxpayer might obtain and the treatment of the 
proceeds of the sale of an asset, both these things, that determined in 
the business world what the business world would do with respect to 
replacements. If I am overemphasizing the importance, perhaps, of 
capital gain treatment in connection with the sale of an item used in 
the trade or business of the taxpayer, I would like to know, but I 
would want also to know that if we take such action as is proposed, 
we will not place a further deterrent in the way of the taxpayer who 
should purchase new and more efficient equipment. I think that is a 
very important consideration for us in connection with this proposal. 
I am not disagreeing with the proposal at all from the point of view 
of tax policy nor from the point of view of providing you perhaps 
with a more efficient way of administering present provisions of 
depreciation. 

But I would imagine that some of those that will follow you 
at the witness table may well contend that the elimination of one of 
these factors that may go into the determination of whether or not 
a purchase of new equipment is made might have some adverse effect 
upon the taxpayer’s willingness to take on new and more efficient 
equipment. 

I am sure you would not want us to do anything at this particular 
time that would deter a taxpayer who otherwise might buy new and 
more efficient equipment. I am sure you have thought of this point. 

Mr. Scripner. Yes, sir, we have. 

The Cuatrman. I would like to have your further thoughts with 
respect to it. 

Mr. Scrinner. Of course, as you say, industry representatives will 
testify and you will have their views. In our opinion this would not 
be a serious deterrent. 

The Cuatrman. The answer to Mr. Karsten’s question and the other 
question about the revenue implication of it, you do not bring this 
proposal to Congress as a means of developing additional revenue?! 

Mr. Scripner. No, sir. The net result, I think, would be that cer- 
tain individuals who are now taking advantage of this situation would 
probably have to pay some more taxes than they are paying at the 
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present time and others who for one reason or another have not been 
able to secure the treatment on depreciation they are actually entitled 
to receive might pay less. 

The Cuarrman, Certainly in the case of those who pay less the 
bill will not have any adverse effect upon their desire, perhaps, to 
obtain new and more efficient equipment ? 

Mr. Scripner. No, sir. 

The Cuamrman. Who are these people that might pay more as a re- 
sult of the bill who perhaps have used the present more liberal 
application of the rules of depreciation? I don’t know that you have 
used that expression, but maybe that is what you intended. 

Mr. Scrrpner. I don’t know that we would want to single out any 
particular industry or group. 

The Cuatrman. Are we talking about the problem we had called 
to our attention immediately after the enactment of the 1954 code 
with respect to the rapid depreciation of a car used in a trade or 
business # 

Mr. Scrrpner. Yes. 

The Cuarrman. That is the kind of a situation ? 

Mr. Scripner. That would be one of the kinds of situation. I think 
that the problems in this area are more in the field of equipment and 
machinery, that are easily movable from place to place, and charged 
off over relatively short periods of time. We could get you many 
cases of—I think of just one of an individual, for example, who 
bought a plane for use in his business, paid a substantial amount for 
this plane, kept it, I think, about 3 years, then sold it for less than cost 
and in fact was better off from a net worth point of view for having 
had the plane than if he had never owned it. He also had the use of it. 
It cost him nothing at all for several years use. You can find many 
of those situations. 

In that kind of a case, that individual would no longer be able to 
do that. 

The Cuatmrman. Now, let me ask you if this is a fair analysis of the 
reasoning back of this proposal. Since we have developed the various 
methods for determining the depreciation deduction, particularly the 
methods that were written into law in the 1954 code, the Service has 
to be more concerned with the factual situation in depreciation with 
the proceeds of the article that might be treated as capital gain than 
it would have been if the proceeds from the sale of the article used 
in the trade or business becomes ordinary income. 

Mr. Scripner. That is correct. 

The Cuarrman. It might not only then result in greater ease of 
administration of the depreciation provisions but it might also result 
in the decision of the taxpayer with respect to depreciation deductions 
being the decision of the Service 4 

Mr. Scripner. It could work that way. 

The Cuarrman. Will you be less concerned about whether it were 
10 years useful life or 9 years useful life with this change? 

Mr. Scripner. Exactly. 

The CuarrmMan. You would be more prone to take the taxpayer’s 
evaluation of 9 years with this change made, as I understand it, than 
7 wena to take the taxpayer’s evaluation of 9 years without the 
change ? 
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Mr. Scripner. That is certainly correct, assuming that there was a 
reasonable basis for the taxpaper’s position. 

The CuatrmMan. That is what Iam getting at. 

Mr. Scripner. Yes. 

The Cuatrman. But you have more difficulty in assuming the rea- 
sonableness of the taxpayer’s position in many, — instances when 
the proceeds of the sale of the article are treated as a capital gains? 

Mr. Scripner. The agent feels, I think, that he sto to dig a little 
harder and perhaps have a few more facts. 

The CuatrmMan. From some who would pay $125 million more in 
taxes on the sale since it would be treated as ordinary income rather 
than capital gain this might be somewhat of a restriction. In the 
process of equating the whole, you would not expect to develop that 


amount of net revenue; there would undoubtedly be some easing with 
respect to others / 


Mr. Scripner. Yes, sir. 

The CuatrMan, Any further questions? 

Mr. Scribner, we thank you sir, for coming to the committee and 
also those at the witness table with you, bringing to us the Treasury’s 
views with respect to this legislation. 

You are always w elcome here and we appreciate very much your 
fine statement and the answers to many questions that have been 
propounded by the members of the committee. 

Thank you, sir. 

Mr. Scripner. Thank you very much, Mr. Chairman. It is always 
a great satisfaction to be before this committee. 

‘The Cuairman. Thank you, sir. 

The Cuamman. Our next witness is Mr. Barlow. You have been 
before the committee on several occasions in the past, but for pur- 
poses of this record will you again identify yourself ¢ 


STATEMENT OF JOEL BARLOW, MEMBER OF THE BOARD OF DI- 
RECTORS, CHAMBER OF COMMERCE OF THE UNITED STATES, 
CHAIRMAN OF COMMITTEE ON TAXATION OF THE CHAMBER OF 
COMMERCE OF THE UNITED STATES 


Mr. Bartow. Mr. Chairman, my name is Joel Barlow. I am a 
member of the board of directors of the Chamber of Commerce of 
the United States and chairman of its taxation committee. 

I am also a member of the law firm of Covington and Burling 
here in Washington. 

The chamber appreciates this opportunity to testify on the admin- 
istration’s proposal, now embodied in H.R. 10491 and H.R. 10492, 
to amend the Internal Revenue Code so as to treat gains from the 
sale or exchange of depreciable tangible personal property as ordi- 
nary income to the extent of depreciation previously claimed. 

Both the C ongress and the Treasury are to be commended for their 
genuine concern about depreciation reform and their interest in 
legislation. 


‘I would like to make this statement apart from my written 
statement which is before you. 

After listening to the Secretary I want to make it clear that we 
are not opposed as a matter of tax policy to this change in section 
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1231. But we feel that sound tax policy can only be served if this 
propel is a part of a realistic legislative reform of depreciation. 

So the national chamber must oppose the administration proposal 
and these two bills unless they are coupled with legislation or a defini- 
tive and fully implemented Treasury program—and I must say we 
did not hear such a program presented here this morning—for a 
more realistic depreciation policy and practice with respect to 
depreciable lives and salvage adjustments. 

To begin with, I w ould like to make this initial comment in view 
of the Secretary’ s statement. 

As the Secretary pointed out, the capital gains treatment under 
consideration did not come into the law until 1942. We must keep 
in mind as those of us do who are familiar with the practice of reve- 
nue agents in the field that before 1942, before there was any such 
capital gains treatment, taxpayers had just as much difficulty with 
the agents in the field in controversies over depreciation rates and 
salvage adjustment. At that time it was not called salvage adjust- 
ment but instead residual value adjustment. The reasons we had 
that difficulty, as I think you gentlemen know, were twofold. First, 
in the early 1930’s a ruling was issued by the Treasury, TD 4422, 
that put an impossible burden of proof on the taxpayer. He had 
to prove beyond a shadow of a doubt that the service life he projected 
was the service life that should be allowed for purposes of deprecia- 
tion. This as I have said, was before any capital gains treatment 
in 1942. 

The other reason for these controversies was that a Bulletin F 
had evolved that set down lives that were intended to be a guide 
for revenue agents. But they turned out to be not merely guides 
but rules, and quite understandably so, because of the indoctrination 
the agents had had under TD 4422. Bulletin F became a Bible and 
has been all these years. So we must oppose this proposal today. 
We do not feel that there will be any change in the agent’s attitude 
because this proposal does nothing to bring about any change in 
TD 4422 or in Bulletin F. 

The assurances from the Treasury that its legislative proposal 
“would make it possible for agents of the Internal Revenue Service to 
accept more readily taxpayer - judgments and taxpayer practices” are 
undoubtedly well intentioned and since. We have no question about 
that. But, unfortunately, these assurances cannot be at all meaningful 
until we know how they will be implemented, and, unless they are 
actually implemented by a drastic revision of existing regulations and 
the elimination of Bulletin F and its physical life concept. 

The pattern of the Treasury’s efforts in the past few years suggests 
that it is wishful thinking to assume that the agents in the field will 
change their approach without a rewrite of the regulations and 
the elimination of Bulletin F either administratively or through 
legislation. 

Admonitions and reminders to Internal Revenue Service field offi- 
cials (the Secretary mentioned Revenue Rulings 90 and 91) have been 
tried in recent years by the Treasury in a conscientious effort to im- 
prove depreciation practices but no really significant change has taken 
place in the field despite the policy change in Washington. If today 
we could get the officials of the Engineering and Valuation Division in 
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Washington who are familiar with the policy to audit all returns in 
the field and look over the shoulders of all the engineer and revenue 
agents in the field we would have something close to a realistic depre- 
ciation practice and policy. But unfortunately we do not have that 
except in a very few unusual cases. 

Quite understandably, a revenue agent who has been indoctrinated 
for years in the concepts of TD 4422 and Bulletin F is not going to 
change his thinking until these old rulings have been completely dis- 
placed by new rules and regulations or by a new depreciation statute. 

Actually, the President, the Secretary of the Tovauney and the 
Under Secretary this morning have given us very little assurance and 
certainly no promise at all that their proposal will lead to meaningful 
depreciation reform at the audit level. 

In fact, their statements suggest no more than that the Treasury 
might do what theoretically has already been done by revenue rulings 
90 and 91 and the 1954 code regulations under section 167. The 
Treasury is to be commended for its continuing efforts to improve the 
system but it seems fair to say the “general policy statement” method 
has already been pretty well exploited in rulings 90 and 91 and the 
1954 regulations without, as I say, any significant change in practice. 

Thus, before the Treasury’s new proposal is accepted, Congress is 
entitled to know what specific administrative reform the Administra- 
tion contemplates, and how it is to be implemented. They mentioned 
this morning this pretest questionnaire and the proposal to send it to 
6,000 additional companies. We are familiar with that proposal. We 
think it is an admirable program to bring about ultimately some 
legislative recommendation or legislative change. But that survey 
and Treasury study is going to take a long time. The proposal here 
this morning is not to wait on that study but to make this change 
immediately without putting it in the context of sound tax policy or 
overall administrative or legislative reform. 

We must have in mind, also, that as a reason for not instituting de- 
preciation reform at the administrative level in the past, officials in 
the Treasury have said that reform can come about only through 
legislation. They have argued repeatedly that since Congress has 
many times enacted legislation against the background of the pattern 
of Bulletin F and Treasury Decision 4422, this pattern cannot be 
changed without action by Congress. The Secretary this morning 
referred again to repeated enactment of the depreciation provisions as 
confirming the Treasury’s practice and policy under existing 
regulations, 

Certainly Congress is also entitled to know how far the Treasury 
now thinks it can implement any reform it may have in mind without 
legislation, and what additional legislation if any the Treasury thinks 
will be needed. 

The panel discussions on depreciation before this committee last 
December made it abundantly clear that limiting the capital gains 
treatment of depreciable personal property is only one facet of the 
larger depreciation question and it can only be justified as a quid pro 
quo for a major change in existing depreciation law. 

The panel discussions also made it clear that any change must make 
certain that obsolescence is fully recognized in shorter depreciable 
lives with a minimum of salvage or residual value. 
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Unfortunately, in the Treasury’s proposal, we are confronted with 
the quid without adequate assurance of the quo. 

Nearly everyone recognizes, including the Treasury that we have to 
get rid of our outmoded depreciation and re »lacement practices in this 
countr y if we are going to modernize our a and reduce our costs 
so as to compete effectively with our foreign competitors for the mar- 
kets of the world and even our own domestic market. 

This has been stated time and time again by political leaders of both 
parties and it is implicit in the recent recommendation of the President 
= the Treasury. But to conclude that a simple change in section 

31 capital gains treatment, followed by more surveys, studies and 
ponailte future legislative recommendations will accomplish this or 
give depreciation reform any real momentum is to ignore the Treas- 
ury’s own experience in the past few years as well as that of all the 
other leading industrial nations of the world. 

I am not going to spend time this morning talking about the back- 
ward posture of American depreciation policy as compared with the 
depreciation policies and practices of other countries because this 
committee is fully familiar with this as a result of the committee’s 
panel discussions last fall. 

The competitive disadvantage of American industry due to our high 
labor costs and our low deprec iation rates is well known. These are 
the two principal factors that handicap us in competing successfully 
for world markets. 

Evidence adduced before this committee has repeatedly shown that 
our present system creates unnecessary controversy and an inequitable 
disparity in treatment between taxpayers. Anyone dealing with 
agents in the field knows that this is not really the result of section 
1231. As I mentioned a minute ago, there was not any section 123 
treatment until 1942 and these same serious problems existed for years 
before 1942. 

Today taxpayers who have no pattern of capital gains and who have 
given up capital gains treatment (as revenue agents sometimes insist 
that the taxpayers s do tod: ay on the disposition of assets) are still faced 
with the necessity of using unreasonably low depreciation rates and 
unreasonably large residual values. 

I know of a great many taxpayers who have stopped any capital 

gains treatment at all in an effort to get realistic depreciation rates 
for their productive equipment but they still have the same difficult 
arguments and controversies with the agents over rates and salvage. 

Section 1231 can be one element in a controversy, and often is but 
it is not the basic cause. The principal difficulty is the improper 
physical-life yardstick of Bulletin F and the absence of any self-exe- 
cuting formula (such as other countries have) or even the guidelines 
for determining obsolescence. 

Let me add this comment also at this point. The statute at the 
present time provides a reasonable allowance for exhaustion wear 
and tear and then in parentheses as a kind of afterthought it adds “in- 
cluding a reasonable allowance for obsolescence.” One of the basic 
difficulties with this legislative language is that over the years revenue 
agents have had the very definite - impression that the allowance for 
obsolescence (which is the factor not being recognized today) is a kind 
of secondary afterthought and relatively insignificant parenthetical 
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consideration which is not to be considered nearly so important ag 
physical wear and tear 

Obsolescence cannot be proved but only prophesied, and changing 
section 1231 treatment will not perceptibly minimize the continuing 
controversy or solve what is really a basic legislative problem. 

To solve this basic problem and bring the necessary certainty and 
equity into the law, the national chamber has repeatedly recom- 
mended adoption of the so-called bracket method with which you are 
entirely familiar and which is similar to the system of depreciation 
that has been so effectively used in Canada since 1949. 

I might say here that in Canada, as you know, capital gains are not 

taxed. There is a partial restoration of depreciation benefit at the 
time the assets are disposed of. But the important point is that we 
could agree to restoration of the depreciation benefit, too, if we had the 
Canadian system. In Canada, for instance, productive equipment is 
depreciated at 20 percent on a declining balance basis (over a period 
of 5 years). Inthe United States, under our outmoded system today 
we are depreci lating productive equipment over periods, as you know, 
from 10 to 20, to 25 to 30 years, as compared with this 5-year writeoff 
under the Canadian system and comparable writeoffs in Germany, 
England, Sweden and other industrial nations. 

The dinzaher also favors elimination of the present $10,000 limit on 
the additional first-year depreciation allowance, as another w ay (fol- 
lowing the English system) to bring realism and fairness into our de- 
prec iation structure. The English’ system as you know provides an 
additional 30-percent depreciation allowance without any limitation. 

But to say, as the Treasury does now, that we should adopt its 
limited proposal and then wait patiently, for years perhaps, for ad- 
ministrative change and improvement in the audit of returns is to put 
the cart before the horse and in effect to avoid facing up to the basic 
and critical depreciation problem. 

I was going to refer this morning to certain technical deficiencies in 
the bill. The Secretary, however, has already mentioned these. Also, 
I have some further questions that I will not go into until the bill is 
revised as such whether provision has been made for appropriate ad- 
justments to basis arising out of allowances that are comparable to de- 
preciation allowances under section 167. 

The present proposal is a piecemeal, patchwork approach to the 
larger capital gains taxation problem and it should be part of an over- 
all study and a more comprehensive revision in that field. As a mat- 
ter of fact, this committee has recognized there must be study and 
revision not of isolated provisions, but, instead, in the complete con- 
text of all the provisions of areas such as capital gains. 

Taken by itself, such a restriction as the Treasury proposes can only 
multiply the defects in our depreciation system by’ hindering modern- 
ization of our industrial plant and creating additional inequities. 

It will hinder modernization because it will discourage the disposi- 
tion and replacement of depreciable productive assets. One of the 
initial reasons for creating a special capital gains classification in 
1942 and rate was to reduce the braking effect of income taxes on the 
turnover of capital assets. 

With an obsolescence factor of nearly 50 percent in our national in- 
dustrial plant it is almost tragic to add piano deterrent to the 
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acquisition and replacement of productive facilities. I admired the 
candor of the Secretary when he admitted that his proposal could pos- 
sibly be a deterrent. 

Serious inequities will also result, in several ways, from the pro- 
posed restrictions of capital gains treatment. 

First, gain from the sale of capital and depreciable assets repre- 
sents an accretion of dollar value that has taken place over a long 
period of time. The Administration proposal would mean that the 
entire amount of such gain would usually be subjected to ordinary in- 
come rates in the year of sale. In the case of individuals, partner- 
ships, and small corporations, this income bunching is, of course, in- 
equitable. 

What sole proprietorship or partnership will sell a piece of equip- 
ment if the gain (which may be largely inflationary) takes taxable 
income from the 50 percent and 60 percent brackets to the 80 percent 
or 90 percent brackets. The inequity is not as great in the case of a 
corporation because there is not a progressive rate structure. 

Because it particularly penalized the individual through the steeply 
progressive rates, it will penalize most often the small businessman 
doing business individually or as a small corporation. 

For instance, in the case of a small corporation it can move the rate 
from the 30 percent to the 52 percent bracket and in the case of a 
small corporation exercising an option to be taxed as a partnership 
it can raise the individual rate of the stockholders electing to be taxed 
as partners from the 50 and 60 percent brackets to the 80 and 90 
percent brackets depending upon the volume of sales. 

The volume of these sales very often is the measure of the moderni- 
zation and the replacement that is going on. As we all know, studies 
before this committee showed that there is more obsolescence in the 
case of the smaller companies than there is in the case of larger com- 
panies and this is particularly true in the area of partnerships and 
sole proprietorships. 

It was in part a recognition of this inequity stemming from the 
progressive rate structure, that led to the creation of capital gains 
treatment in the first place. Without some compensating accelera- 
tion of depreciation to minimize the impact of obsolescence and infla- 
tion the individual taxpayer will be at a marked disadvantage in 
facility replacement. 

The Secretary of the Treasury, in his letter of February 12, 1960, 
to the Speaker of the House, has stated that under existing law gain 
realized by a taxpayer upon the sale of depreciable property is tax- 
able as long-term capital gain even though—and I use the Secretary’s 
words—“part or all of the gain may be attributable to depreci: ition 
allowances which have been taken as ordinary deductions.’ 

The assumption that, to the extent of depreciation deductions 
taken, gain on disposition is “attributable” to these deductions is, of 
course, an oversimplification. It is an oversimplification and a very 
superficial approach to this problem to simply compare the 52 percent 
tax rate when the depreciation deduction is taken with the 25 percent 
rate on the disposition. It points to another inequity that would 
result from the proposal. While gain on disposition can perhaps 
properly be considered “attributable to’ > depreciation deductions in 
those rare cases were depreciation deductions have been too rapid, 
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more often gain on disposition is due to a change in the general price 
level, or to an increase in the inherent economic value of the asset. 
And it has become a basic tenet of our tax structure that gain attribut- 
able to the latter causes should not be subjected to ordinary income 
rates. 

Presumably for this very reason the Treasury has not included real 
property in its proposal. But has the Treasury taken into consid- 
eration that many items of personal property are required to be 
depreciated over 15, 20, 25, oath 30 years under the Treasury’s restric- 
tive Bulletin F policy? The impact of inflation here is most severe 
and the inequity is comparable to that in the case of real property. 
Pending major depreciation reform or some supplemental legisla- 
tion in this area, the Treasury’s proposal, if adopted at all, should 
certainly be limited to property with depreciable lives of 5 years or 
less. As the Secretary pointed out this morning, it is in the area of 
the short service life property where the abuses he refers to exist. 

Such a service life limitation is the only way to avoid taxing 
phantom profits and slowing down facility replacement. 

The important point, then, is that in the context of our present 
tax structure capital gains treatment on the disposition of depreciable 
assets is not some kind of special dispensation or “loophole.” Capital 
gains treatment has sealed as the product of an experience and logic 
which have shown that such treatment is necessary in our present 
tax system to provide equity and prevent a dampening effect on our 
economy and tax revenues. 

This treatment should not be restricted unless or until the adverse 
effects this will cause are fully compensated by an overall reform of 
the depreciation system. 

Further, it should not be restricted unless the restriction is neces- 
sary to make the particular reform that is adopted workable. 

Unless reform is to take place, and the kind of reform that makes 
a change in capital gains treatment desirable to prevent abuse, it is 
clear that the present proposal is unnecessary and in fact harmful. 


SPECIFIC RECOMMENDATIONS 


The Chamber makes the following specific recommendations: 

1. Instead of this backdoor approach to depreciation reform the 
Treasury should recommend an overall revision of our tax deprecia- 
tion system that will give full recognition to the factor of obsoles- 
cence (and we are not talking about inflation) eliminate needless 
controversies over depreciable lives and salvage value, encourage tax- 
payers to use shorter and more realistic depreciable lives, and give 
us a dynamic system comparable to our international competitors. 

The discredited historical physical-life concept and Bulletin F 
approach should be relegated to the ash heap and abandoned. 

2. The present proposal limited to capital gains can only be justi- 
fied if it is coupled with an overall revision that is broad enough to 
make a restriction on capital gains necessary so as to prevent abuse. 

3. The bracket depreciation method with greatly shortened useful 
lives following the pattern of the Canadian class rate system should 
be adopted. The re Sak wi also favors the elimination of the $10,000 


limitation in section 179 and urges the immediate adoption of this 
simple amendment if the Treasury’s proposal is to be accepted. 
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4. In the event the Treasury and this committee feel that adequate 
depreciation reform can be accomplished administratively, the specific 
program to be adopted should be fully formulated before the present 
proposal is considered further. Then if it appears that the Treas- 
ury’s new proposal is feasible, this committee should make certain 
that the legislative history covering any restriction of capital gains 
treatment specifies the kind of reform that must oceur, and that it is 
the intention and understanding of this committee and Congress that 
such reform can and will be accomplished administratively within the 
framework of existing legislation. 

5. If the restrictive treatment of these two bills is to be adopted 
as a preliminary to other depreciation legislation, then it should be 
limited temporarily to taxable personal property havi ing a depreciable 
life of 5 years or less to prevent the taxation of the phantom profits, 

Mr. Kine. (presiding). Does that complete your statement, Mr. 
Barlow ? 

Mr. Bartow. Yes, sir. 

Mr. Kine. The committee wishes to thank you for appearing and 
giving us the benefit of your views. 

Are there questions ? 

Mr. Byrnes. Mr. Chairman ? 

Mr. King. Mr. Byrnes. 

Mr. Byrnes. You may have heard the inquiry that I addressed to 
the Under Secretary when I raised the question of whether you could 
change the habits of these agents, whether this reform we spoke of 
might flow from that, that this would be administrativ ely possible. 
So I share your concern in the respect. 

The last recommendation that you made was with respect to limit- 
ing this action to assets with an effective life of 5 years aie Would 
you on the other hand then limit the treatment of losses on assets over 
5 years to capital losses ? 

In other words, I think one of our problems here is that we treat 
losses one way and gains another, and it just seems to me if you are 
going to be consistent you have to treat them on the same basis. I 
think you get in trouble otherwise. 

Mr. Bartow. Mr. Byrnes, I agree with you. I would agree that you 
can treat gains and losses the same way if you can evolve a sensible 
depreciation tax structure. Whether you have a limit on losses or 
whether you take off the benefit on gains is not important if we get 
the right kind of a tax depreciation structure. 

Mr. Byrnes. My question, though, was addressed on this temporary 
basis that you talk of. I conteinly would look to the time that we 
would have an environment here in Congress that would encourage it 
to take a realistic look at depreciation and make reforms which I think 
are essential if we are going to continue as an industrial nation and try 
to be a leader in it. ‘But you have suggested that if the committee 
should find it is necessary to move in this direction and not go into 
overall reform at this time that we limit the operation of this pro- 
posal to those items of the useful life under 5 years 

I was wondering whether you would still insist ‘that if we start 
treating items with a useful life under 5 years different than those 
over 5 years we should continue what I think is an inconsistency by 

saying over 5 years you are going to let them take not ordinary losses 
but capital gains. 
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Should we say that the losses then should be capital losses for the 
over 5 years or at least during the period that we are operating until 
there is a reform there be some kind of consistency ? 

Mr. Bartow. I think if we are going to look at Section 1231 seri- 
ously for revision we have to consider that there are factors involved 
in a loss that require somewhat different treatment from those in- 
volved in an artificial profit that is created perhaps by inflation or 
simply an increase in economic value. 

I think that the pattern of our section 1231 treatment could be 
changed to treat them consistently, if you had a realistic tax structure. 
But the loss does not stem from the same causes economic and con- 
siderations as give rise to the gain. 

Mr. Byryes. Do not the same factors come into play? It is a 
cycle. 

Mr. Bartow. Yes. 

Mr. Byrnes. Now we are in an inflationary period. You are 
more likely to run into a gain situation. And if you reverse the thing 
and got in a cycle of depression, you would be more likely to run into 
the losses. There would be economic factors that would be playing 
a part rather than what one would consider to be the normal life 
expectancy factors. 

Mr. Bartow. The loss stems from an unusual factor and is a real 
loss. To say it is a limited capital loss is to ignore the reality of the 
situation. 

Mr. Byrnes. A gain es here is an unusual factor after a 
fashion. It is inflation and it is not within the control of the 
individual as such. 

Mr. Bartow. The difficult problem in the gain is that you have 
taxable gain or income but you don’t have any real income. In too 
many of these cases with phantom gains the facility has a long life. 
That is the reason for the 5-year proposal. 

Take this illustration: If a piece of productive equipment has a 
25 year life and at the end of the 25-year period it is sold at a profit, 
it is pretty plain that the inflationary factor has come into play or 
some unusual economic factor and we decide as a matter of tax policy 
we don’t tax this phantom gain at ordinary rates. 

As a matter of fact, as you know, England and Canada with this 
philosophy in mind, do not tax the capital g gain at all. 

On the other hand, when you have a loss in a relatively short period 
it can be and usually is a very real loss. It can be a loss that should 
be taken into account in the ordinary income tax rate structure. It 
is just as real a loss in a business opeartion as an operating loss. So 
I do not believe that it necessarily follows that the reason for capital 
gains treatment on disposition—I am only talking about facilities 
used in a trade or business—gives rise to the conclusion that there 
must be a limitation on the loss within the philosophy and concept 
of our tax policy. 

Mr. Byrnes. Of course I think you said in your statement that 
you recognize that there is a situation which can develop under the 
inconsistent treatment, namely, one case treating as capital gains and 
the other side as ordinary i income. 

Mr. Bartow. Our difficulty with section 1231, I think, Mr. Byrnes. 
stems from the fact that in this provision we have evolved a kind of 
a changed capital gains tax structure anyway. 
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4 Mr. Byrnes. Yes. 
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Mr. Bartow. What we need to do before we start patching up 
section 1231 with this provision is to look at the whole capital gains 
structure the same as we need to look at the whole tax depreciation 
structure. 

Mr. Byxnes. You will admit that there is a situation where people 

can, if the Treasury is at all lax in what they will recognize as salvage 

valine or if they recognize for the individual a rate of depreciation in 
excess of what is likely, you open up a door here under the present 
law where it becomes preity easy for people to convert from ordinary 
income to a capital gain. 

Mr. Barvow. I agree with you. I would like to comment on that. 
I think there have been abuses in the area of short service lives of pro- 
ductive equipment and other facilities used in a trade or business. 
But the plain fact of the matter is that because of the provisions in 
the regulations with respect to salvage value, which under the Treas- 
ury’s present practice can be carved out retroactively, the Treasury 
and the Service have done a very good job of cutting down those 
abuses. 

I think abuses have dwindled to a very minimum because of good 
administration in the Service and because of utilization of the salvage 
value concept. 

I would like to get rid of section 1231 capital gains treatment that 
makes possible those kinds of abuses, too. But what I am talking 
about in the 5-year proposal I have made is that the Treasury in its 
proposal lumps into this the whole area of fully taxable personal 
property sales facilities with lives running up to 20 and 25 years: and 
this results in the same inequitable tax ‘treatment for this kind of 
property as you have in the case of real estate which the Treasury 
leaves out. 

Mr. Byrnes. Iagree. I do not think that you had too much abuse 
that people have gotten away with because the Treasury, I think, has 
been unduly strict in their interpretation of what would be proper 
salvage value and also the rates of depreciation in order to avoid any 
situation like that. But I think as a result the Internal Revenue 
Service has gone too far in the other way and people have been inured 
and hurt by it. 

That is why I am somewhat impressed with the idea that maybe we 
could make this change and then in addition do something which 
might force them to take a little more liberal attitude in the area of 
salvage value and rates of depreciation. 

Mr. Bartow. It is that something that I am interested in. What 
can we do? The Treasury this morning was, I think it is fair to say, 
not too definitive. They assure us they are going to have question- 
naires and surveys and ultimately perhaps they ‘will come up with 
that something. But time here is of the essence. Our national in- 
dustrial plant | is getting more obsolescent every day. This proposal 
is going to slow down the small taxpayer partic ularly in modernizing 
and disposing of equipment because he won’t want to pay the high 
tax cost and he won’t have the money to buy the new facilities. 

Mr. Byrnes. That will only be the case, though, if he has depre- 
ciated in excess of what had been the actual depreciation or change in 

valuation of the property since the time of purchase and the time of 
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sale. He has not depreciated more than the change in the value, why, 
it is not going to be any factor at all, is it? 

Mr. Bartow. He depreciates in a prior period when the dollar is a 
little more valuable, assuming inflation, than it is today. He comes 
along today and he pays under this proposal a tax at the ordinary in- 
come tax rate on the difference between his basis, his depreciated basis, 
and the price for which he sells it, to the extent that he has been al- 
lowed depreciation. But today the dollar does not have the same 
purchasing power and toa very considerable extent the gain he realizes 
measured by the depreciation is an inflationary gain. So he loses 
purchasing power and he pays tax on a profit that 1s not real income. 

Mr. Byrnes. I can follow you on this if there was a contention here 
made that where the income gained on the side of the item was in 
excess of the original cost of “the item. If you are going to apply 
ordinary income to that I would certainly agree you are moving into 
a real income restricting area so far as disposition and modernization 
and so forth. 

First, let me say this bill does not do that, does it? It is still a capi- 
tal gain if your sales price is in excess of your acquisition cost ¢ 

Mr. Bartow. That is right. It is still capital gain. 

Mr. Byrnes. Weare not § going to change that ? 

Mr. Bartow. That is right. It has to be a very valuable piece of 
property to realize a capital gains benefit, though. Most of the time 
the price that is received on the disposition of the property will not 
exceed original cost. 

My point is that the Secretary himself, I think, suggests this morn- 
ing that because of the use of the regulations presently i in effect there 
are not too many abuses in the section 1231 area. 

My point is that having in mind the deterrent effect of 1231 change 
we ought to leave the 1231 situation the w ay it is pending overall re- 
vision, particularly since these abuses can be controlled under existing 
practice and regulations. When we can have an overall revision we 
can then look at 1231 not only from the standpoint of depreciation but 
from the standpoint, as you pointed out, of appropriate capital gains 
revision. 

Mr. Byrnes. And then in the interim you are going to continue the 
tight treatment on the part of the Internal Revenue Service of the 
amounts that they will recognize as salvage value or their attitude to- 
ward the rate? 

Mr. Bartow. I tried to point out in my statement that I don’t think 


revenue agents are going to change their attitude one bit by changing 
1231, 


Mr. Byrnes. I expressed a doubt. 

Mr. Bartow. As long as we have Bulletin F and as long as their 
instructions make it clear that they must put the burden of proof on 
the taxpayer, you can’t blame the revenue agent for putting the 
burden of proof on the taxpayer. 

The point is as you know that nobody in the world is able to prove 
future obsolescence on productive equipment. You just can’t prove it. 
It is not susceptible to proof. The agent simply decides it. 

It is said sometimes that the large corporation can prove it, but 
that is not true. Nobody can prove it. Sometimes large corporations 
are more persuasive and perhaps their depreciation rates are better 
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than those of the smaller companies. My point simply is that the 
change on 1231 is going to leave the same burden of proof on the 
taxpayer. 

Actually, these Rulings 90 and 91 that we have been talking about 
this morning, did not noticeably change the treatment of taxpayers 
because, as the Secretary points out in his statement, Rulings 90 and 91 
simply said to agents, “Don’t disturb existing depreciation practices.” 
They do not give taxpayers any opportunity to get better rates than 
they have at the present time. 

Mr. Byrnes. That is all, Mr. Chairman. 

Mr. Kine. Mr. Curtis. 

Mr. Curtis. Mr. Chairman, I make the observation I certainly 
agree with the need for the reforms you suggested. I have long been 
trying to move us in that direction. But I am really at a loss to 
understand the logic of keeping something that is producing what I 
regard as uneconomic oe through what I think has been abuse 
and is a real loophole. I do not see the connection. The people that 
are using this so-called loophole now are not the businesses that you 
are ple: ding for, as I see it, who might benefit from the other reforms. 

As far as I am concerned, if I see something that is an error in 
the tax law and is producing a loophole that we did not intend when 
we wrote it and has no logic in theory, I do not think it does, I do 
not see why you tie that reform in with the other reforms. 

Mr. Bartow. Mr. Curtis, we have the problem of balance in our 
tax structure. We have the problem of how one provision affects 
another as the chairman brought out. 

Mr. Curtis. That is right. If you could relate this to people that 
are using this loophole through the people who benefit from these 
other reforms I might agree w ith you. I donot think that isso. The 
$125 million that is escaping cannot be recouped through any further 
restrictive actions on the part of our internal revenue agents. 

As a matter of fact, I have to agree they have gone too far in their 
restrictions now in their endeavor to minimize this loophole. But 
they cannot go any further. They know and we know that revenue 
has been lost in this area. It is being lost in a way that is not pro- 
ducing an economic benefit I can see to the companies that are stay- 
ing in business. The only time you get this is when you have sold 
the equipment and you have taken a depree iation beyond the allowable 
amount. 

What gain is there for a business to stay in business through that 
process ? 

Mr. Bartow. I think the answer to that, as I have tried to point 
out in my statement, is that this is going to have a bad effect when we 
need a good effect in ‘the modernization of equipment. 

Mr. Curtis. Why? That is the point I want to get to. Why do you 
say that? 

Mr. Bartow. Because the small taxpayer, for example, is going 
to be inclined in a period of inflation not to dispose of his facilities 
and modernize and expand. 

Mr. Curtis. Wait. Let us get this thing pinned down. I do not 
happen to think we can correct the evils of inflation through our tax 
laws. In fact, we endanger our good tax laws, by trying to do that. 
I think we have to hit at inflation directly. 
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One of the reasons we should hit inflation directly is the impact 
inflation has upon our good tax laws. But maybe that is our problem 
here. We are trying to use the depreciation allowances for replace- 
ment 

Mr. Bartow. No—— 

Mr. Curtis. Which is a different thing because it affected inflation. 
But I do not see how we can correct for inflation and have good tax 
law Ss. 

Mr. Bartow. I am not making any suggestion that we correct for 
inflation. I am saying it is a great mistake at the present time to 
make the impact of inflation more severe by throwing our deprecia- 
tion tax structure out of balance as you do by going at it in this 
patchwork fashion to deal with the section 1231 problem. 

Mr. Curtis. You call it patchwork. I am suggesting that we see 
an error here producing a bad economic effect, so let us correct it. 
You say, let us do not correct that because there are other bad eco- 
nomic effects from a failure to modify our depreciation losses, which 
I happen to agree. They are there. But the way I want to approach 
it : to correct where we can correct them. 

I do not see where correcting this loophole is really going to be in 
any way detrimental on the businesses that are using our depreciation 
laws for what they are supposed to be. In fact I see every reason why 
they are going to benefit because even though you may not think the 
Treasury : agents will do much, there is this fact. I think it is rather 
compelling that one of the main reasons why they are so meticulous to 
narrow this loophole is removed. So the incentive purpose of being 
meticulous is taken away. That in itself ought to produce a very 
beneficial result. 

Mr. Bartow. Mr. Curtis, I pointed out they were just meticulous 
before 1942. As to the economic 

Mr. Curris. Wait a second. May I interrupt you. That is your 
argument. I am not sure, you may be right, but as far as I am con- 
cerned, that is mere argument. 

Mr. Bartow. That is only the result of my experience in dealing 
with agents before 1942 and since 1942. But as to the economic effect 
of this, I agree with you that as a matter of tax policy ultimately we 
ought to get rid of this 1231 when we do not throw our depreciation 
tax structure out of balance. 

My point is simply that you are going to have a worse economic 
result by switching this on a piecemeal basis now than you will have 
by leaving it there, as much as I agree with you and recognize that we 
do have a problem today in this area. 

Mr. Curtis. There is the current philosophy that goes around that 
our tax laws get so bad that you have to basically reform them in- 
stead of getting them as you best can from year to year. I reject that 
latter formula. I do not want our tax laws to get that bad—and they 
are getting pretty near that bad, I might say, in my judgment. But 
that is why I ain‘a little bit astonished that the chamber is taking this 
position. Not only astonished, I am very much concerned, because I 
do not think that is in the interest of good tax reform to resist some- 
thing that is recognized as being a loophole as a—shall I use the word 
“blackmail,” to try and get other reforms that are also needed ? 

I just cannot understand that fundamental logic. 
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Mr. Bartow. Mr. Curtis, I respect your opinion but I tried to point 
out in these pages why in order to have a balanced, sensible deprecia- 
tion structure you have got to put these things together. 

I agree with you. I think one of our problems is patchwork taxa- 
tion—and I think that is what we are doing today—simply patching 
up this tax structure all the time. 

Mr. Curtis. If I thought the people that are using this loophole 
were actually the very ones we are talking about that would want 
these other reforms, that would be something, but they are not as near 
as I can figure out, they are not at all. The people that are getting the 
benefit of this loophole are an entirely different crowd and have got an 
entirely different attitude, I might say, toward business and an atti- 
tude that I am sure the chamber is not in favor of. I just do not see 
leaving those people free to operate. 

Mr. Bartow. I agree there are abuses, and we want to get rid of 
them. I say, one reason we can postpone hasty and ill-cone eived legis- 
lation is that those abuses are pretty well taken care of at the present 
time with provisions under our regulations. 

Mr. Curtis. But they are not. At least the evidence we have is that 
they have been narrowed as much as they can through administra- 
tion, because we are rejecting, too, because it is too restrictive, but you 

cannot go any further administratively and the Treasury estimates 
$125 million, even under this narrow restriction is going out into 
this area. 

Of course you always have the horrible example of where some of 
this ease with which abuse of depreciation laws occur. Now, it is that 
thing that concerned me. If I thought those were the same people 
that we are talking about that would benefit from the reforms that you 
and I agree upon, that would be one thing. But I do not see the con- 
nection between the two. That is my difficulty. 

Mr. Bariow. I am sorry to disagree with you in these areas, but 
just let me say this to you, that I feel that when you talk about a $125 
million revenue loss as against what is going to happen in the w ay 
of a slowdown and deterrent in the acquisition of capital equip- 
ment. You are talking about a loss that is, to use the phrase, peanuts 
in comparison with the loss of additional income and revenue that 
would otherwise result from capital improvements. 

Mr. Curtis. If I would agree with your theory that would be all 
right. But that is merely a theory and I am looking for the basis 
on which you make it, that this will slow down. I oppose the fact 
that closing this loophole as against people that are using it for rea- 
sons that I do not regard as good economics and good business, how 
that in any way is going to slow down the operation of the good busi- 
nessman. As I see it, correcting this abuse is going to aid the good 
businessman, the man who is using this for the proper purpose, because 
they will not have to be as restrictive in this area as they have been in 
attempting to get those who are using it for another purpose. 

So it comes down to a point, I would say, Where we can resolve 
our differences, if I were convinced that the people who are using this 
loophole are the same ones who would be benefiting from these ‘other 
reforms. But I think they are two different groups of people. 

Mr. Bartow. I think perhaps I could agree with that. 

Mr. Krocu. Mr. Chairman ? 
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The Cuatmrman. Mr. Keogh. 

Mr. Kroeu. Mr. Barlow, in the case where the sale of tangible per- 
sonal property is the direct result of the taking of the real estate in 
which it is located by the State or municipal government for public 
purposes, would not this impose a greater penalty on the individual 
who, as a result of the taking, was faced with the necessity of relocating 
his plant and modernizing the assets used ? 

Mr. Bartow. Well, I am not sure. 

Mr. Kroeu. Do I make myself clear? 

Mr. Bartow. Yes, I understand what you are saying, Mr. Keogh. I 
am not sure this change would make any difference, because I think 
you are talking about a situation where you have an involuntary con- 
version and you don’t pay any tax anyway. You postpone a tax 
until a subsequent disposition and simply use a substituted basis. So 
I am not sure that the proposed amendment is a disadvantage. 

Mr. Krocu. Except it is not a pure involuntary conversion in respect 
to the taxable personal property, but by the taking of the real estate 
the businessman decides in relocating his plant to modernize his equip- 
ment. So it is a direct result of a taking, but it is not in itself an invol- 
untary conversion of taxable personal property. 

Mr. Bartow. To the extent that he has to dispose of any facilities 
this provision which would tax at ordinary income rates certainly 
leaves him with less money to modernize his plant and pick up and 
carry on his business and produce income that is subject to tax to pro- 
duce more revenue. That is one of our basic objections to the proposal. 
That objection, of course, is on the basis of a temporary objection. 

Mr. Kroen. Particularly; so do I not state it correctly that where 
there is a taking for public purposes the award for the taking does 
not include the tangible personal property affected by this bill? 

Mr. Bartow. In a situation in which there is not an involuntary 
conversion and some disposition, yes, this bill handicaps that 
conversion. 

Mr. Keocu. Thank you, Mr. Chairman. 

Mr. Kine (presiding). Are there further questions? 

Mr. Atcer. Mr. Chairman, one. 

Mr. Kine. Mr. Alger. 

Mr. Arcer. At this time I am not going to go into any detail, Mr. 
Barlow. I simply wonder to what degree are you thinking in terms of 
depreciation as it is defined in the code as against your replacement. 

Mr. Bartow. Against what, I did not hear you. 

Mr. Acer. As against replacement as being a fairer definition in 
terms of inflation and replacement equipment and so forth. I have 
the feeling that, and I may have just grasped this a little bit late, 
as I read the code and listen to your criticism I keep thinking you 
are talking in terms of replacing equipment rather than the way the 
Treasury is looking at depreciation, which is replacement of original 
capital and that is all. 

Mr. Bartow. Mr. Alger, I understand what you are talking about 
and I listened to your discussion with the Secretary. It is true, as 
the Secretary pointed out, that today our depreciation system contem- 
plates that we recover cost. The difficulty is that in the process of 
recovering cost for tax purposes to the extent of the applicable rate 
you are not really funding or building up a capital reserve so that you 
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can replace the asset. The problem is inflation. None of the deprecia- 
tion proposals that I am making here today are designed to minimize 
the impact of inflation or to relieve the user of productive facilities 
from inflation. They are designed to recognize fully the obsolesence 
factor as well as wear and tear. 

We all have the problem, as the Secretary said, the people on fixed 
incomes particularly. There is nothing in our proposal today to 
change the concept of depreciation or support reinvestment or replace- 
ment depreciation. But it is true that we may get to the point where 
we leave this rather simple cost replacement concept in depreciation 
and we face up to the fact that the whole purpose of writeoff is to 
provide a reserve adequate to replace. 

There are people here who will testify who have made very cogent 
— for replacement and reinvestment depreciation that depart 

rom our present concept of recovery of original cost in terms of 
original dollars. That concept may ultimately turn out to be a 
mistaken notion. Most of the industrial nations have adopted the 
view that you cannot get modernization of equipment and have 
modern plants if you simply permit people to recover cost on the 
basis of original dollar values at the time of acquisition. 

Mr. Acer. The feeling I get from your statement is while you 
make it very plain you are opposed to this bill, actually your objection 
stems more from your feeling of current depreciation ruling, industry 
by industry, and so forth, rather than by this simple attempt on our 
part, no matter how short it may be in solving this problem. I just 
wonder—you summarize that pretty well, I think, in your recom- 
mendations—that you probably go along with this without too much 
fussing if we limit it to 5-year depreciation. 

Mr. Bartow. I am in favor, as I have tried to point out, of chang- 
ing 1231. But I am saying if you do that as one initial step out of 
context and without regard to overall revision in this area, you in- 
ject more problems into this than to continue with 1231 temporarily 
with the Treasury well armed to prevent abuse in the area of short 
service lives. Ultimately I hope we do get rid of 1231. I think it 
stands in the way of realistic tax depreciation, but the difficulty is 
the Treasury gave us nothing today in the way of an administrative 
proposal or legislative proposal that assures us that we are going to 


get to a realistic depreciation practice and policy that they too recog- 
nize we need. 


Mr. Avcer. Thank you. 

Thank you, Mr. Chairman. 

The Cuatrman. Thank you again, Mr. Barlow. The committee 
will now be in recess until 2 p.m. this afternoon. 

(Whereupon, at 12:45 p.m., Wednesday, March 2, 1960, the com- 
mittee recessed to reconvene at 2 p.m. of the same day.) 


AFTERNOON SESSION 


(Whereupon, at 2 p.m., the committee reconvened, upon the expira- 
tion of the recess. ) 

The Cuarrman. The committee will be in order. 

Our next witness is Mr. Leslie Mills, chairman of the Federal tax- 
ation committee of the American Institute of Certified Public 
Accountants. 











46 REVISING TAX ON SALES OF PERSONAL PROPERTY 





Mr. Mills, we recall your appearance on other occasions before the 
committee, and we welcome you back. 

Mr. Keocu. Mr. Chairman, I would like to acknowledge again 
publicly the great work that Mr. Mills has been doing with us in con- 
nection with the self-employed pension bill. 


STATEMENT OF LESLIE MILLS, CHAIRMAN, COMMITTEE ON FED- 


ERAL TAXATION, AMERICAN INSTITUTE OF CERTIFIED PUBLIC 
ACCOUNTANTS 


Mr. Leste Mitxis. Thank you, Mr. Mills and Mr. Keogh. 

My name is Leslie Mills. I am chairman of the committee on 
Federal taxation of the American Institute of Certified Public 
Accountants. 

The Secretary has put into the record the background of the legis- 
lation we are considering now, and the committee of which I am 
chairman approves in general the proposition that “excessive” or 

“unrealistically high” depreciation deductions should not result in 
capital gain to taxpayers. 

Furthermore, the committee would welcome legislation which 
would afford taxpayers generally relief from possible harassment by 
agents of the Internal Revenue Service in the matter of useful lives 
and salvage values of depreciable assets, and which would permit 
taxpayers to exercise in good faith their own informed judgment in 
calculating depreciation deductions for —— poses. 

Although we are inclined generally to favor taxation as ordinary 
income of gains generated by “excessive” ordinarly deductions claimed 
by taxpayers, our analysis of the specific proposals before this com- 
mittee has led us to the conclusion that a number of serious deficiencies 
exist which require careful consideration by this committee and a 
number of decisions involving matters of broad tax policy in this 
area. 

At the outset we wish to point out that not all gains on depreciable 
property realized by a taxpayer may be attributed to depreciation 
deductions claimed by that taxpayer during ownership of the 
property. 

ven the Treasury Department, in transmitting the proposed legis- 

lation to the Congress, acknowledged that some part of a gain on the 

sale or exchange of depreciable property may be due to factors other 
than depreciation deductions. 

While the Treasury does not pinpoint these other causes, we believe 
the Treasury would freely acknowledge that some part of a gain on 
the sale or exchange of depreciable property could well be attributable 
simply to a decline in the purchasing power of the dollar, either 
generally or with respect to specific types of property. 

We believe that any element of gain which can be attributed to 
this “inflationary” effect is true capital gain and, consistent with the 
general philosophy expressed elsewhere in our tax laws, this portion 
of the gain should not be treated as ordinary income. Under the 
present proposal, however, all gain on depreciable tangible property 
would be treated as ordinary income to the extent depreciation deduc- 
tions had been claimed by the taxpayer, even though a portion of the 
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gain was attributable to decline in the purchasing power of the 
dollar. 

We freely acknowledge that no simple solution can be offered to 
solve this problem. For your consideration, however, we would like 
to offer two possible solutions. One of these would be to make the 
mandatory ordinary income treatment of any gains—to the extent 
of depreciation deductions—applicable only in the case of depreciable 
property which had been held i the taxpayer for less than a stated 
period of time. 

This period might be stated in terms of a fixed number of years, 
for example 5 years, which you will note is the position taken generally 
by the chamber of commerce, or it might be stated in terms of a fixed 
percentage of the useful life of the depreciable property to the tax- 
paver for example 50 percent. 

Because the latter approach would still leave for argument the 
question of useful life, we would generally prefer that the applica- 
tion of the proposed legislation be made dependent upon a holding 
period of less than a stipulated number of years, which we suggest be 
five. Under this proposal, a taxpayer who held depreciable personal 
property for more than the stipulated number of years would be en- 
titled to capital gain treatment as under present law. 

The second possible method for segregating that portion of a gain 
on depreciable property which is attributable to depreciation deduc- 
tions and that attributable to inflation would be to permit the use of an 
index number of purchasing power to be applied to the undepreciated 
cost of depreciable property at the time of sale. 

This index number should reflect changes in the price level—for de- 
»reciable property of the type involved—since the date of acquisition 
ry the taxpayer. 

To the extent that proceeds in excess of undepreciated cost could be 
attributed to increases in the price level, this portion of any gain 
should be accorded capital gain treatment. The remaining portion, 
in our view, properly might be regarded as a “recapture” of. deprecia- 
tion subject to ordinary income tax treatment. 

The second major policy decision which we believe this committee 
must make relates to the general applicability of the “recapture” con- 
cept. As noted above, we are in accord with the proposition that 
“excessive” deductions against ordinary income should not be per- 
mitted to result in capital gain on the disposition of the property with 
respect to which the deductions were claimed. 

We note, however, that the proposed legislation now before this 
committee is extremely narrow in its applications. It would apply 
the recapture pr inciple only to depreciation on tangible personal prop- 
erty used in a trade or business. 

If the recapture principle itself is sound and is to be accepted by 
the Congress, we believe that consideration should be given to other 
areas in which the allowance of an ordinary deduction 1 to a taxpayer 
with respect to a property may ultimately result in an increase in 
capital gain to that taxpayer upon the sale or exchange of the prop- 

erty. 

This immediately poses the question why the present legislation is 
restricted to personal property. Even Mr. Scribner made it clear that 
that was an attempt to solve problems which they thought were most 
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important. But as a matter of principle, essentially the same oppor- 
tunities for converting ordinary income into capital gain may exist in 
the case of depreciable real property as well as depreciable personal 
roperty, and likewise, these opportunities also exist in the case of 
epreciable intangible property as well. And that would include 
patents or improvements to leasehold. 

However, if it is decided to cover real property, guidance must. be 
given to the Treasury Department to avoid controversy on allocation 
of proceeds between land and buildings; but the principle is there. 

Furthermore, if the recapture principle is sound in itself, should it 
not be applied to the recapture of other ordinary deductions which 
reduce a taxpayer’s basis for property and therefore may increase 
capital gain upon sale or exchange ? 

Depreciation is not the only such deduction. For example, amor- 
tization of grain storage facilities under section 169 of the code has 
essentially the same effect upon basis as does depreciation under sec- 
tion 167. The special allowance for first-year depreciation under 
section 179 of the code is another item falling into this category. 
And it seems to us that consideration should be given to applying the 
recapture concept to these deductions as well. 

As a final general comment I would like to express concern that 
enactment of legislation along the lines of the current proposals would 
not necessarily eliminate disputes between taxpayers and Internal 
Revenue Service agents concerning useful lives and salvage values. 

Despite numerous pronouncements since 1954 by the Office of the 
Commissioner of Internal Revenue that agents should not make arbi- 
trary, unsubstantial depreciation adjustments, such adjustments con- 
tinue to be proposed in the field. 

It has already been said that these adjustments are being made in 
the field. Under the present proposals taxpayers would be deprived 
of capital gain treatment on the sale or exchange of depreciable 
Sos aged in return for a promise of considerate administration by 

eld representatives of the Internal Reventie Service, which has 
already been characterized as being vague and not subject to admis- 
sion. 

At a minimum, we believe that Congress should give official recog- 
nition to this problem by a strong statement that the major purpose 
of the legislation, or at least a major purpose, is to permit taxpayers 
to exercise more freely their own judgment in setting useful lives and 
salvage values for depreciation purposes. 

If, in the face of such a statement by the Congress, Internal Revenue 
Service agents display an unreasonable attitude toward depreciation 
deductions, it may be necessary for the Congress, by subsequent legis- 
lation, to provide minimum standard useful lives for broad asset 
categories which taxpayers might use and which could not be dis- 
turbed by the Internal Revenue Service. 

These are matters of fundamental policy which we believe the com- 
mittee must consider carefully in connection with the proposed legis- 
lation currently before it. 

Completely aside from these broad policy considerations, we be- 
lieve the specific legislative proposal embodied in the bills presently 
before this committee contains certain technical defects which we wish 
to cal] to your attention. Because of their technical nature I shall 
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cite them only in a general way here. We would be pleased to sub- 
mit a detailed memorandum covering these items for the use of the 
committee staff in making its own analysis of these bills. 

As presently worded, the bills before this committee would leave 
depreciable tangible personal property used in the trade or business 
within the category of assets contemplated by code section 1231. 

This matter was apparently covered in Mr. Scribner’s memoran- 
dum, in which he indicates that it is the intent of the bill to group 
all depreciable assets sold during a year so that the net gain or loss 
would be so treated. 

But our analysis of the bill does not lead us to this conclusion. It 
leads us to the feeling that possibly some depreciable assets, or de- 
preciable assets which suffer losses, would be treated as losses and not 
grouped against the gains, which would give ordinary income. Since 
it seems clear the intent of the Treasury is to group it, we would like 
to have the bill made quite clear in that provision. 

Furthermore, we think it should be made clearer than it is now 
that any gain on the sale or exchange of depreciable property not 
attributable to depreciation deductions should be treated as long-term 
capital gain under any circumstances; and we do not find that in the 
bill, either. 

If this legislation is enacted, we believe that conforming changes 
will be necessary in the sections dealing with collapsible corporations 
and collapsible partnerships, in that the bill does not appear to take 
the transactions outside the section; it merely changes the tax treat- 
ment of the gain. 


The result seems to us to be that the purpose of the legislation could 
be avoided by a sale of stock, rather than a sale of the asset. 

That concludes my statement. 

The Cuarrman. Mr. Mills, we appreciate your discussion of some 
of these technical points, as well as your general observations with 
respect to the legislation. 


Certainly, I want to take advantage of your offer and ask you to 
submit the detailed memorandum that you referred to. | 

Mr. Lestre Miuxs. We shall do so. 

The Cuarrman. If it is received in time we will include it in the 
record; otherwise, it will be available for our staff people to consider 
in connection with the perfection of a bill. You understand that this 
bill has not been considered until today, and we want to know about 
any imperfections in it so that we can correct them; and we appre- 
ciate this offer on your part. 

(The above-mentioned memorandum is as follows:) 


AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS, COM- 
MITTEE ON FEDERAL TAXATION 


TECHNICAL MEMORANDUM ON H.R. 10491 AND H.R. 10492 


In accordance with an offer made by Mr. Leslie Mills at hearings on H.R. 
10491 and H.R. 10492 before the Committee on Ways and Means, this memoran- 
dum of technical problems in those bills has been prepared. No significance should 
be attached to the order of presentation. 


Involuntary conversions 


The application of proposed section 1238A to an involuntary conversion should 
be clarified. The problems which may otherwise arise are illustrated by ex- 
perience with section 337. The Internal Revenue Service has held that an 





50 REVISING TAX ON SALES OF PERSONAL PROPERTY 








involuntary conversion arising out of a condemnation will be a sale or exchange 
for purposes of section 337 (Rev. Rul. 59-108, C.B. 1959-1, 72). However, an 
involuntary conversion arising out of a fire is not a sale or exchange for pur- 
poses of section 337 (Rev. Rul. 56-372, C.B. 1956-2, 187). Court decisions as 
to the applicability of section 337 to an involuntary exchange arising out of a 
fire or similar casualty are in conflict with each other (Kent Mfg. Corp., 33 
T.C. No. 105; Towenda Textiles, Inc., U.S. Court of Claims Feb. 3, 1960). 
It would be desirable to avoid future litigation on this problem under section 
1238A. In view of the objectives of the proposed section, it seems reasonable 
that gains from an involuntary conversion, whether arising out of a fire or 


other casualty, or condemnation proceedings, should be excluded from section 
1238A. 


Effect on section 1231 


Section 1238A would treat gains on sales or exchanges of depreciable tangible 
personal property as ordinary income to the extent of prior depreciation, but 
does not eliminate such property from the definition of property used in a trade 
or business for purposes of section 1231. A conforming amendment to section 
1231 is necessary to make it clear that gains taxed under section 1238A are not 
considered under section 1231 in determining the character of other gains or 
losses on sales or exchanges of property used in a trade or business. Unless 
such an amendment is made, losses on property described in section 1231 would 
be capital losses even though gains on such property in the same taxable year 
were ordinary income because of section 1238A. 

For example, assume that during the taxable year, a taxpayer had only two 
sales or exchanges of tangible personal property subject to an allowance for 
depreciation, and that in both instances the property had been held more than 
6 months. One resulted in a gain of $1,000 and the other in a loss of $900. 
Assume further that, under section 1238A, the $1,000 gain would be considered 
ordinary income. Unless section 1231 is amended, it would appear that the 
$1,000 gain and the $900 loss are taken into account to determine the character 
of the gains and losses on the assets sold. Since gains exceed losses by $100, 
‘both sales are treated as sales of capital assets. Thus, the $900 loss is a capital 
loss. However, under section 1238A, the $1,000 gain is ordinary income. 

A conforming amendment to section 1231 is needed to prevent this inequity. 


Collapsible corporations and partnerships 


In determining the effect of transactions in stock of a corporation or interests 
in a partnership, special rules have been established to prevent the conversion 
of ordinary income into capital gain. Section 341(b) (3), relating to collapsible 
corporations, does not include within the definition of section 341 assets all 
depreciable personal property which is the subject of section 1238A. Section 
751(d)(2)(B), relating to collapsible partnerships, does not include in the defi- 
nition of inventory items any property described in section 1238A. (This would 
still be trne if the amendments proposed by H.R. 9662 were enacted.) Unless 
amendments are made to the appropriate sections, it would be possible to avoid 
ordinary income treatment of gain on sales or exchanges of depreciable personal 
property by a sale or exchange of stock in a corporation, or by a sale or ex- 
change of a partnership interest. 


Substituted basis 


There are many possible exchanges or transfers of property in which the basis 
of acquired property will be determined by reference to the basis of property 
exchanged or the basis of the property in the hands of the prior owner. For 
example, the basis of property acquired in a tax-free exchange under section 
1031 is the same as the property exchanged with adjustments which need not 
be considered here. The basis of property acquired by a corporation in a 
reorganization or a section 351 transaction is the same as the basis in the hands 
of the transferor. 

The basis of the property in the hands of the taxpayer who acquired property 
under circumstances where basis as determined in this fashion would reflect 
prior depreciation deductions of the transferor or deductions on account of 
property exchanged. However, it would seem that depreciation deductions of 
the transferor or depreciation deductions taken with respect to other property 
would not be taken into account in determining the gain to be taxed as ordinary 
income. For example, assume that a corporation has property which if sold 
‘would vesult in a gain taxable under section 1238A. If the property is distrib- 
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uted to a corporate shareholder, under section 301(d) the basis to the dis- 
tributee corporation is the same as the basis to the distributing corporation. 
If the corporate shareholder sells the property, it would seem that section 1238A 
is not applicable to the extent of the distributing corporation’s depreciation 
deductions. 

A possible solution would be to provide that the phrase “without regard to 
sections 167 or 611” does not require that the adjustments to basis of property, 
where basis is determined by reference to other property or basis of a prior 
owner, arise out of deductions taken by the taxpayer, or taken with respect to 
the property in question. Thus, a corporation which acquired property subject 
to section 1238A in a section 351 transaction would, upon a sale of such prop- 
erty at a gain, have ordinary income to the extent of adjustments attributable 
to its transferor as well as its own depreciation deductions. 

Tar benefit rule 

It would seem that for purposes of section 1238A, allowable depreciation 
deductions which do not reduce tax should not be considered in determining the 
portion of gain to be taxed as ordinary income. A principal reason for the 
proposed amendment is the possibility of the use of depreciation to convert 
ordinary income into capital gain. Where the deductions result in no tax 
benefit, the problem does not exist. Thus, section 1238A should not apply to 
the extent that any allowable depreciation deductions do not reduce tax. 
Liquidation under section 337 

Upon meeting the requirements of section 337, a corporation may sell its 
assets in the process of liquidation without recognition of gain or loss. Pre- 
sumably, this would apply to sales of property described in section 1238A. If 
it is considered desirable to prevent this, depreciable personal property could 
be treated in the same manner as inventories under section 337(b) (2). 


The Cuatrman. Are there any questions? Mr. Curtis? 

Mr. Curtis. In your discussion of the extension of the recapture 
principle, you were not necessarily recommending that we should 
amend the bill to do that, but that you were calling attention to a 
possible further legislation ? Or was it your intention / 

Mr. Lestre Mitxs. It was my intention, Mr. Curtis, to be sure that 
the committee realizes that in enacting legislation which is designed 
to cure what the Treasury called : 1 loophole, it is not curing the 
loophole in all respects. 

Mr. Curtis. In other words, it is a larger loophole than is sup- 
posed ? 

Mr. Lestiz Mints. Yes. I am persuaded about the need to make a 
change; I am not persuaded about the need to confine it to taxable 
personal property used in a trade or business. 

Mr. Curtis. I am inclined to agree with you. 

I noticed the list includes, for example, dairy cattle, the way that 
the change of dairy cattle is handled. 

Mr. Lestre Mis. I have not thought of that, but it seems to me 
it should. 

Mr. Curtis. I was thinking in my own mind of some of the fur- 
ther examples I thought w ould conform to your example, where this 
has been extended bey ond the point that we have here under discus- 
sion. I just wanted to be sure that the recommendations were that 
we should, as I understand it, include this, but you are pointing out 
we might do more. 

Mr. Lestir Minis. Yes, Mr. Curtis, except to the extent that I my- 
self would be unhappy about legislation which extended the recapture 
clause without recognition of the fact that in a great many « ‘ases the 
gain is at least this part inflation, so it is not a true economic gain at 


all. 
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Mr. Curtis. Well, I wonder. Surely, if we go back as far as 1946, 
the 1946-51 period, I admit there was real inflation. I wonder, though, 
whether we have really analyzed what has been the price increase, in 
Consumer Price Index and the Wholesale Price Index, since that 

ate. 

I myself doubt if it is inflation. I think maybe some of it is, but I 
suspect the bulk of it is the fact that our indicators do not measure 
increased quality, do not really measure some increased costs, or real 
costs, rather than inflationary ones. 

For that reason, I do not like to see us without a little more under- 
standing of what we are talking about when we speak of inflation. 
Increased cost, yes, but I believe that it is an error to require addi- 
tional capital to finance that which is really increased cost, in replace- 
ment. 

I do see the point, if we knew it were inflation, solely from the fact 
that money as a measuring stick has been inadequate; but I hate to 
see us try to correct the error through our tax laws. 

Mr. Lest Minis. If I may comment on that, Mr. Curtis, I am not 
an economist, but from what I read about the economy by economists, 
it seems to me that we are accepting in the administration a steady 
inflation of a small amount. In fact, some economists seem to think 
it would be good for the economy to have a fairly regular small 
amount of inflation. 

It seems to me that any depreciable property of a significant number 
of years of life, 5 or more, when disposed of, is going to reflect infla- 
tion, in at least part of the gain. 

Mr. Curtis. I thought you would advocate that, and that is exactly 
why I want to put a caveat in the record; that these economists—and 
I have listened to lots of them who have appeared before the Joint 
Economic Committee—keep talking about this. But I wonder on 
analysis whether this so-called creeping inflation really is a monetary 
disease, or whether indeed it is not the inadequacies of our methods 
of measuring what we call inflation, or what we use: of course, the 
cost of living index and the wholesale price index. 

I am happy to see that the economists now are recognizing quite 
forcefully the limitations of that as a real measuring stick, because 
it does not include and does not measure very accurately increased 
quality or, in some instances, real increased cost. 

So in this very area of depreciation, getting back to this replace- 
ment of one machine by a superior machine, the superior machine can 
actually cost more. Surely, it is a replacement; but the real cost, in 
my judgment, ought to be borne through new financing. It should 
not be borne under a conception of our tax laws, as I understand them, 
simply by the amount of money that is permitted to be placed in a 
capital account on the basis of replacing that capital. 

If it were inflation, real inflation, there might be an argument. 
But even there, I would much prefer to see us try to handle infla- 
tion in the proper place and not try to go through fiscal policy. We 
are constantly talking about trying to regulate prices, or placing 
emphasis on the monetary policy to do other things than influence the 
price of money. 


I would like to see us use fiscal policy to affect monetary policy, 
too. 
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Mr. Leste Miius. I would like to see that, too, Mr. Curtis. But I 
do believe somewhat, within my own experience, that a major part 
of the industrial plant we have now, which will be sold within a few 
years at a price greater than the depreciated cost to the taxpayer, will 
result in a gain which is at least in part the result of inflation—and 
we have had inflation in the past. 

Mr. Curtis. I think the situation in 1946-51 to a large degree was 
inflation. But even then, as the Under Secretary of the Treasury 
pointed out, if we seek through our tax laws to minimize the impact 
of inflation on one segment of our economy, we certainly have to recog- 
nize we are not doing anything as far as impact of inflation on an- 
other segment of our economy is concerned. 

That is the reason I do not like to get into correcting the damage 
that has resulted from inflation through messing with our tax laws. 
I would rather try to get our tax laws set up as best we can on an 
accurate basis, and then handle inflation in the proper way. 

Thank you, Mr. Chairman. 

The CHarrman. Are there any further questions of Mr. Mills? 
Mr. Baker. 

Mr. Baxer. Mr. Mills, this bill would apply only to tangible per- 
sonal property. Is that term defined any place in the code? I do not 
find it right here. 

Mr. Leste Mitts. I do not know of any section that defines it, Mr. 
Baker, no. I think we understand what it means. 

Mr. Baxer. I suppose that this means what the term would ordi- 
narily tend to mean. 

Mr. Lestre Mirus. Machinery and equipment. 

Mr. Baker. Something physical you can take hold of. 

Mr. Leste Mitts. It was intended to exclude patents, for example. 
I am not sure whether the draftsmen intended to exclude improve- 
ments to leaseholds. But I believe that the definition does not now 
include an improvement to a leasehold. 

Mr. Baxer. Turning to 167, of course, the word is just “property.” 

Mr. Lest Mints. Yes. 

Mr. Baxer. I am just wondering if we are going to get into any 
trouble on this thing with that term “tangible personal property.” 

Mr. Lestre Mirxs. Mr. Baker, 167, by saying “property” irtcludes 
therein real property subject to depreciation. 

Mr. Baxer. I can see the real property in it. But are there not 
other areas in there that might be a twilight zone between tangible 
personal property and the broad term “property” ? 

Mr. Leste Mirtis. Part of my statement suggested that the prin- 
ciple required consideration of items which are not in. But from 
Mr. Scribner’s comment this morning, it seemed clear to me that they 
intended to exclude items which were not tangible property. 

Mr. Baxer. If you were defining “tangible personal property” in 
case this bill became law, how would you define it ? 

Mr. Leste Mrs. I would say it is physical property, other than 
real property, used in trade or business. 

Mr. Baker. Anything except real property ? 

Mr. Lest Miirs. Yes. 

Mr. Baker. Any physical property, that is. 
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The other question, which I should have asked Mr. Scribner this 
morning, is: There has been so much talking about this salvage 
concept lately. They do not apply that to real estate, do they / 

Mr. Lestiz Minis. Oh, yes. Applies to all depreciable property. 

Mr. Baxer. To begin with, the same as they do lately on personal 
property. 

Mr. Leste Miuts. Yes, sir. But it is normally not as much of a 
factor, because a building, for example, usually will have such a long 
life that the salvage value which can be determined at the time you 
first have the problem is generally accepted at no more than the cost of 
disposition. 

After all, the salvage value of a building would usually be the 
foundation. 

Mr. Baxer. I asked Mr. Scribner a question as to what if any 
changes there had been in the application of the salvage value con- 
cept—I said the application of it—before and since the enactment of 
the 1954 code. He did not have anything much to add on that except 
the fact that the so-called liberalization of different methods in the 
1954 code tended to draw attention to the problem, and things of that 
kind. 

Could you tell us rather succinctly what has been done since the 1954 
code in handling that concept / 

Mr. Lestre Miuzs. Mr. Baker, I think possibly the most important 
motivation for the Treasury getting its extreme interest in salvage 
value has been the interpretation put by most taxpayers on the rapid 
depreciation method ; declining balance, for example. Most taxpayers 
have felt that Congress in enacting that gave a system or method of 
depreciation which was to be applied to the gross cost of the asset. 

So under some circumstances the result would be to depreciate the 
value to a value less than salvage value. 

The Treasury felt that that was improper, and announced adminis- 
tratively that they would not permit any method, including that one, 
to go below salvage value. They thought that was a loophole or an 
improper application of the principle, and most taxpayers so far have 
maintained that that was the intent of the Congress, and it is the mean- 
ing of the word of the statute. 

That was a major cause of the Treasury’s renewed interest in sal- 
vage value. The fact is also that in the fifties there was a great deal 
of opportunity for sale of properties, partly occasioned by what Mr. 
Curtis recognized as an extreme inflationary effect in the field, so that 
the Treasury saw a lot of capital gains going through. 

Mr. Baxer. Do you agree with the Treasury and Internal Revenue 
on the fundamental proposition that you should have a predetermined 
salvage value before you set up your usable life and break it down, 
and so forth ? 

Mr. Leste Minis. Yes, I agree very much, Mr. Baker. 

Mr. Baxer. Well, why? I just cannot get it through my head. 

Mr. Leste Mixis. I do not agree with the application of it, because 
what in my experience is happening is that the agents of the Internal 
Revenue Service are trying to determine salvage value at the time of 
disposition, or certainly later than the first application of deprecia- 
tion, using hindsight. 
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Mr. Baker. I am talking about the concept now. Why should we 
undertake to determine now, 10 years in advance, or 15 or 20 years in 
advance, what the salvage value is? Why would it not be more fair 
to all concerned to let nature take its course, and whatever the salvage 
value is at the end of that useful life, it could take its course, either 
as ordinary gain or as capital gain ? 

Mr. Lesitre Mitzs. Because, Mr. Baker, I think the problem, when 
the taxpayer buys an asset which is to be used up over a period of 
years, is to determine how much of his initial investment in the asset 
is going to be used up. 

That. requires a determination which I think should be made on the 
basis of information at the time of purchase, whether in fact you can 
make an estimate now if there will be any. And in the case of a long- 
life property, the sensible answer usually is that you cannot tell right 
now that there will be any, and, therefore, the salvage is zero. But 
under some circumstances you can tell: for example, i in automobiles. 

Mr. Baxer. Let us take the automobile. That is exactly what I 
had in mind. There are so many factors. If I take good care of my 
car and change the oil every so often and everything else, it is going 
to be worth a lot more than the car of another fellow who does not. 
That is just one tiny thing. But why the concept, to begin with? 
Why should it not simply determine itself at the end of that useful 
life ¢ 

Mr. Leste Mitrs. Well, if you buy an automobile, Mr. Baker, for 
use in business, and in your own practice you will use it for only 
3 years, you can now make some kind of an estimate that there will 
be a return at the end of 3 years by sale. 


To me, as an accountant, your problem then is to determine how 
much of your initial cost should be charged to your business expenses 
during the 3 years. It normally would not be the whole amount. 

Mr. Baker. But my case would be 100 percent. 

Mr. Leste Mis. If it is 100 percent, there should be no salvage. 

But the difficulty the ——— have with the Internal Revenue 


Service is that the Service decides, looking back as to how much it 
should have been, based upon what the company of the taxpayer actu- 
ally got in return, which would reflect a change in the market or 
other things. 

But I say in theory there should be a recognition of a potential 
salvage. The Treasury using the concept is hitting the taxpayers over 
the head by getting into arguments as to an excessive amount of 
salvage. 

The CuHarrman. Are there any further questions of Mr. Mills? 

We thank you, sir, and we shall appreciate your sending us the 
memorandum. 

Mr. Lestre Mitts. Thank you. 

The CuarrmMan. Our next witness is Mr. Lincoln Arnold, chairman 
of the tax committee of the American Mining Congress. 

Mr. Arnold, we remember your many years of service with the 
committee in the position you held before you became a private 
practitioner in the city of W ashington. We welcome you back in the 
committee room. 
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STATEMENT OF LINCOLN ARNOLD, CHAIRMAN, TAX COMMITTEE, 
AMERICAN MINING CONGRESS 


Mr. Arnovp. Thank you, Mr. Mills. 

Mr. Chairman and members of the committee, I appear before you 
as chairman of the tax committee of the American Mining Congress. 
The American Mining Congress has in its membership producers ac- 
counting for the major part of the production by the various branches 
of the mining industry, including coal, ferrous and nonferrous metals, 
and industrial minerals. 

The Mining Congress believes that present depreciation policies 
stifle economic growth and that they should be revised to encourage 
the expansion of the national economy. Many other nations of the 
world have recognized in their tax laws that liberal depreciation 
policies are a strong inducement for the investment of the capital 
which is an absolute necessity to the maintenance of a dynamic and 
expanding economy. 

A major problem in the field of depreciation results from inflation, 
a problem that is more severe in the case of assets which have a long 
expected life. When depreciation based on original cost is being 
charged off during the latter years of a long-lived asset, real income 
is being grossly overstated, because the replacement cost of that 
asset will greatly exceed its original cost. 

While inflation affects almost all areas of our economy and our tax 
policy, it requires particular attention in the field of depreciation, be- 
cause the national economy demands tax treatment that will permit 
investment of necessary funds to continue the economic growth we 
must maintain. 

Depreciation policies must also be developed in a manner which 
will cope with the increasingly significant problem of technological 
obsolescence. The rapid advances in technology during recent years, 
which we all hope will continue in the future, demand costly modern- 
ization with resulting discard of equipment which otherwise might be 
used for many additional years. 

The testimony of the witnesses before this committee on November 
30, 1959, in the hearings on broadening the tax base, established 
beyond any question the need for liberalization of depreciation allow- 
ances in the interest of the national welfare. 

The Treasury Department, in urging the enactment of the pro- 
visions contained in H.R. 10491 and H.R. 10492, apparently recog- 
nizes the need for more liberal depreciation treatment. But the bills 
as introduced fail to contain any provision which will grant an allow- 
ance of increased depreciation deductions as a matter of law. 

We do not question the sincerity of the Treasury Department in 
hoping that the enactment of the bill proposed by it will result in a 
better administration of the depreciation laws to the benefit of tax- 
payers. 

However, the national office of the Internal Revenue Service exer- 
cises only very limited control over the actions of its field representa- 
tives in individual cases, and taxpayers are entitled to something 
more than the Treasury Department’s hope that the field agents will 


be more liberal in allowing depreciation deductions claimed by tax- 
payers. 
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The Internal Revenue Code should now be amended to provide the 
desired liberalization of depreciation allowances, and unless the Treas- 
ury’s proposal is amended to provide such liberalization, the Ameri- 

can Mining Congress opposes its enactment. 

There are many possible methods of liberalizing the depreciation 
allowances. These were discussed and urged by various panelists 
in the hearings here on November 30, 1959. The many proposals 
for modernizing our depreciation tax laws include greater accelerated 
depreciation, a ‘Canadian- -type class system, replacement value depre- 
ciation, reinvestment depreciation, and finally, complete freedom of 
choice of the taxpayer as to the manner and rate of recovery of his 
cost of depreciable assets. 

We believe that complete freedom of choice with some minor re- 
strictions would not adversely affect revenues in the long run, but 
would so stimulate investment that the increased economic activity 
would result in additional revenues. 

However, we recognize that such freedom of choice probably would 
produce an immediate loss in revenue which could not be accommo- 
dated under existing budgetary requirements. 

Accordingly, we believe that at the present time the most practical 
solution for the Congress is to grant taxpayers the option to use a 
class rate system of the type which has operated so successfully in 
Canada. 

In general, the Canadian system establishes a relatively limited 
number of classes of property, with a reasonably liberal specified 
yearly maximum rate for each class. Within that framework, the 
taxpayer is allowed to deduct any amount from zero to the maximum 


allowable for the taxable year. The rates are applied under the de- 
clining balance method. This system ae the taxpayer to take his 


ee wg deduction at a time when he has sufficient profit to 
ealize a tax benefit, and it also eliminates extended and costly con- 
ae ersy over rates of depreciation, lives, and salvage value. 

Even if the committee determines that a method of liberalization 
other than the Canadian system should be adopted at this time, we 
urge the inclusion of a very important feature existing in the Cana- 
dian system: that is, the right of the taxpayer to take less than the 
maximum amount of depreciation allowable for the year. 

Thus, the basis of the property will not be reduced by depreciation 
allowable but not claimed by and allowed to the taxpayer. This pro- 
vision will not result in any immediate revenue loss, since its basic 
feature is granting the taxpayer the right to preserve the basis of 
his property by not taking an allowable deduction. 

We understand that the Treasury Department is now undertaking 
a survey to determine industry’s current practices and present opin- 
ions with respect to depreciation. 

We believe that statutory liberalization of depreciation allowances 
should not be deferred. However, if the committee decides that 
liberalization should be deferred pending completion of that study, 
then we urge that no action be taken on these bills. 

We believe that the capital gains treatment under existing law on 
the sale of depreciable equipment is an incentive to capital investment. 
We urge that this existing incentive not be removed without a com- 
pensating amendment along the lines we have outlined. 
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Finally, turning to the depreciation “recapture” feature embodied 
in the bills before your committee, we wish to call attention to an 
inequity of particular interest to the mining industry, which would be 
accentuated by this recapture proposal. The courts have held that 
in computing ‘taxable income from the property, for depletion pur- 
poses, losses from sales of mining equipment are taken into account but 
gains from such sales are not taken into account. 

Asa matter of fairness, if this recapture rule is adopted, an appro- 
priate amendment should be made so that the amount which is treated 
as ordinary income on the sale of mining equipment will be taken into 
account in determining taxable income from the property for deple- 
tion purposes. 

That concludes my statement, Mr. Chairman. 

The Cuatrman. Mr. Arnold, develop that last point a little bit, if 
you will, so I can better understand what you are talking about. 

Mr. Arnoip. Here is what the courts have held. 

The percentage depletion deduction is, in the case of coal, 10 percent 
of the gross income from the property. But that deduction cannot 
exceed 50 percent of the taxable income from the property. That may 
give you, for example, only 2 percent of your gross income as a 
deduction. 

The courts have held that if you sell some mining equipment that 
you used in mining your coal and you sell it at a loss, that loss must 
be taken into account and thereby reduces the taxable income from the 
property. 

On the other hand, they say, if you sell that mining equipment at a 
profit, it is to be ignored for this purpose. Indeed, some agents have 
contended that such gains cannot even offset losses that you had from 
mining equipment. 

Mind you, as to this equipment that was used in prior years, you 
took depreciation on it. That depreciation reduced your taxable in- 
come from the property and may have had the result of reducing your 
percentage depletion deduction. 

This recapture feature is just an attempt to recapture the deprecia- 
tion deductions taken. If you do recapture it and treat it as ordinary 
income, it is just simple fairness to say that that amount should like- 
wise be taken into account in computing taxable income from the 
property. 

The Cuarrman. I thought I understood you. I wanted to be cer- 
tain I did. 

Are there any further questions of Mr. Arnold? 

Mr. Byrnes. Mr. Chairman. 

The Cuatrman. Yes, Mr. Byrnes. 

Mr. Byrnes. Is that court decision based on the fact that it was 
treated as a capital gain under present law, and that is the law that 
is proposed to be changed ? 

Mr. Arnoip. No, not because it was capital gain. Actually, in the 
last case that came up, Mr. Byrnes, the taxpayer was selling equipment 
in the form of scrap, and he wanted merely to treat that as an offset 
to his costs of supplies. I think that is the way the case came up. That 

was the last case. The court would not let the taxpayer do that. 

Mr. Byrnes. All I am trying to get at is whether the court decision 
is based on the fact that we have been treating these as capital gains, 
and that is what we are trying to get away from. 
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Mr. Arnoitp. No. I would say that even if it had been treated as 
ordinary income, they would have reached the result they did reach. 

They said, “That is not income from mining, when you sell your 
mining equipment.” But they say that any losses of the type are 
losses from mining. 

‘The CuarrMan. That is unfair, as you can see. 

Mr. Arnovp. I think it is unfair. 

My Byrnes. Yes. 

The Cuairman. It should itself work at both ends or not at all. 

Mr. Arnotp. We had one case in which they had both losses and 
gains in the same year, and the agent threw out the gains and kept in 
the losses. ‘That is not right. 

Mr. Byrnes. It seems to me that is very analogous to what the Treas- 
ury suggests may be done here, make the street run both ways. It 
should be considered capital loss and capital gain or ordinary income 
gain or ordinary loss. 

Mr. Arnovp. It is analogous, yes. 

Mr. Byrnes. Let me ask about another aspect of your statement 
here, where you refer to the Canadian system and the right of the tax- 
payer to take less than the maximum amount of depreciation. 

Does the Canadian law allow you to change from one year to the 
next? Is that what you are talking about? 

Mr. Arnoup. Yes. On the mac chinery and equipment, for example, 
you can take up to $ 20 percent a year on the declining balance meth- 
od. If your balance in the account is $10,000, you could take $2,000 ; 
you could take anything from zero on up to $2,000 that year. If you 
do not take it, that does not reduce the basis of your assets. 

Under our present law, depreciation allowable, even if it is not taken, 
reduces the basis of your assets, and you lose it. 

We think that it becomes particularly acute if this proposal is 
adopted. Let me show you what an agent might do. 

Let us take an individual, because it will be more clear. An indi- 
vidual got a machine that, say, cost him $20,000. He depreciated it 
at $2,000 a year for 5 years, and let us say he got a tax benefit from 
that of 30 percent. Then he sells it for $13,000 of which $3,000 is to 
be reported as ordinary income under this bill. He recovered half 
of his cost and then sold it at a profit. 

Now the agent comes along and says, “Listen, we would have let 
you write that off over a 51-year period. You were using a 10-year 
life.” If the agent does that, he can increase this gain in the year 
of the sale, which might put the taxpayer into a higher bracket, 
return for a refund on account of increased depreciation in leat 
low-bracket years. 

In other words, an agent would still have an opportunity to say, 
if this bill is passed, “You should have taken more depreciation than 
you did take, and I can increase the revenues by taking that position.” 

Was I not clear on that ? 

Mr. Byrnes. I have just always assumed, though I probably was 
wrong, that you never had any argument with the Treasury until 
you tried to depreciate at too rapid a rate and took too much in your 
annual schedule. 

Mr. Arnovp. That is true now. When the gain on sale is capital 
gain, they are not going to say that we should have a bigger deduction 
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in the earlier years, and “We will give} you back some money,” because 
Treasury is only going to get back 25 percent on the ‘apital g gain. 

But if this gain is going to be taxed at 60 percent or 70 percent, they 
might well say, “You should have taken more depreciation back in 
those earlier years at a tax benefit less than what we will get by in- 
creasing the gain in the year of the sale.” 

Mr. Byrnes. Do you mean to say that the law today is such they 
could determine the minimum depreciation that a taxpayer could 
take 

Mr. Arnotp. In practice the maximum is important today. 

Mr. Byrnes. The maximum ? 

Mr. Arnotp. Yes. 

Mr. Byrnes. They could determine the maximum, they limit you, 
and say, “We will not allow you any more.” That is what T am 
talking about, the amount each year. 

Mr. Arnovp. I will give you a very simple example: A $10,000 
machine. You have deprec iated it for 5 years at $1,000 a year, and 
then you sell it for $6,000. There is a $1,000 gain, That $1,000 would 
be ¢ -apital gain, today. 

The Commissioner is not going to come along and say, “Listen, 
you should have depreciated that mac hine at $2,000 a year, and that 
will give us $6,000 ¢ apital gain now,” because he would have to give 
the taxpayer an additional $5,000 ordinary deduction for past years. 

But with this new bill, with this new proposal, the shoe fits a 
little differently. He can come along and say, “Now, this year in 
which you have sold, you are in a higher bracket than you were in 
the earlier years. If we can bunch all of this, as much profit as we 

‘an get in in this year”—You are not following me on this? 

Mr. Byrnes. I follow you; but is that the law? 

Mr. Arnotp. The law now is, the basis of property gets reduced 
by the amount of depreciation that was allowable, even though the 

taxpayer did not claim it. Therefore, if a machine could have been 
written off and properly allowable in 5 years, so that you should have 
deducted $10,000 over 5 years, and you have deducted only $5,000, 
under the law today your basis is zero. And if you sell it for $6 ‘000, 
you have a profit of $6,000, even though you took only $5,000 during 
the 5-year period. 

But today it is not to the advantage of the agent to come in and 
say, “You didn’t take enough depreciation,” because you have to go 
back and adjust for the earlier years. 

This proposal would make it to the advantage of the agent to come 
along and say, “Listen, you should have taken more depreciation in 
the earlier years, with ‘the result that your profit on the year of the 

sale is increased.” And that profit all‘comes in one year and it puts 
you into the high surtaxes. 

The same thing with a small corporation. The corporation may 
have taken its depreci iation in years in which it were under $25,000, 
at a 30 percent tax rate. If it sells its equipment and it shoves them 
up over $25,000, they get taxed at 52 percent. The agent would be 
personally happy, or at least could be ahead, if not happy, if he 
would say, “You didn’t take enough depreciation in those earlier 


years. W e will refund at 30 cents on the dollar, and we will collect 
it back at 52 cents on the dollar.” 
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That is why I say a taxpayer, +f he does not take all the deprecia- 
tion that he could have taken, should not have to be faced with an 
agent coming in and saying, “You should have taken more.” 

“Mr. Byrnes. You are not suggesting he could shift around, one 
vear to the next, though ¢ 
' Mr. Arnotp. Yes; that is the Canadian system. He can take 
nothing this year, and next year he can take his full 20 percent, but 
he cannot accumulate it. 

Mr. Byrnes. You are not suggesting that we go that far, are you? 

Mr. Arnowp. I am suggesting you go as far as the C anadian sys- 
tem, that the t taxpayer take any amount he wants up to the maximum 
amount for the year. But he cannot double up the followi ing year 
and take twice as much. 

Mr. Byrnes. It is really a two-phase recommendation you are mak- 
ing here, then, is it not / 

Mr. Arnovp. Well, that is inherent in the Canadian system. 

Mr. Byrnes. You cannot go back and say, “You should have taken 
more ;” that is one aspect of it. 

Mr. Arnoxp. Yes. 

Mr. Byrnes. But the other aspect is that there should be this ability 
of the taxpayer to decide from year to year what he wants to take, 
within the maximum allowable. 

Mr. Arnovp. That is correct, sir. 

Mr. Byrnes. I am not so sure about the second one, but I am cer- 
tainly sure about the first. 

That is all, Mr. Chairman. 

The CuatrMan. Are there any further questions ? 

Mr. Arnoip. Mr. Baker, you were asking about “tangible personal 
property.” That expression is used now in the depreciation statute. 
Section 179, which the Mills bill 2 years ago added to the code—that 
is the special depreciation deduction for small business—allows it 
only with respect to tangible personal property, and that phrase, those 
three words, which are used in this bill, were not defined in section 
179, but they are used there. 

Mr. Baker. Now, wait a minute. About the provision on the 20 
percent for the first year, I remember that when we had this up on the 
$10,000 limitation, we used “tangible personal property.’ 

Mr. Arwotp. I have not checked the committee report, but when 
you brought the inquiry up with the preceding witness, I took a look 
at 179. 

Mr. Baxer. I think it is important in this bill, what the term means, 
“tangible personal property.” It seems to me that it could be sub- 
ject to interpretation other than just “other than real estate.” 

Mr. Arnovp. It has to be personal property other than intangibles. 
It certainly excludes patents and copyrights. I suspect it excludes 
leaseholds which are treated as personal property, but they probably 
consider it as intangible. 

Mr. Baker. Under “Definitions” in section 179, the term in section 
179, “property,” means “tangible personal property (a) of contracts 
subject to an allowance for depreciation under 167 acquired after 
December 31, 1957, in the use of a trade or business, with a useful life 
of 6 years or more.” 

But that does not define “tangible personal property.” 
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Mr. ArNotp. No. 

Mr. Baxer. Do you not think it needs to be defined? Or is it 
perfectly clear ?¢ 

Mr. Arnotp. I am sure this is going to be an area for dispute. 
I do not know whether it will be a serious one, but we do not have 
even proposed regulations under that section, so we do not know what 
the Bureau thinks those words mean. 

Mr. Baxer. They never defined it under 179. 

Mr. Arnotp. No. We do not have regulations under it. 

Mr. Baker. Take a long-term lease; that is what i is going through 
my mind. You run into an area of fixtures and quasi-fixtures. Leg- 
ally, under State law, they would not be tangible personal property, 
if they are fixed to the real estate; they are fixtures. Yet, surely you 
are not going to say that you could not apply the thing to a machine 
that is simply screwed to the floor. Yet under State law, that is not 
tangible personal property. 

Am I wrong on that or not ? 

Mr. Arnoip. I think you are correct. But you may find some varia- 
tion from State to State. I think some States have a rule that if you 
can take something out of a building without tearing down the wall 
and it has been fastened in there, then it is still considered personal 
property: but if you have to widen the door, etc., 1 am not sure of 
that. This is my recollection from law school days. 

Mr. Baxer. The typical case was a sprinkler system. That was 
litigated. Of course, you could not take that thing out without 
tearing down some walls; yet it should have been personal property. 

If you do not think there is any use in defining the term, or trying 
to definite it further or enlarge the application | of the term, I will 
abandon the inquiry. 

Mr. Arnorp. I will say I do not think that the phrase is going to 
be free from trouble. But I do not know whether it is going to be 
too bad. 

Mr. Baker. If all we do is take Mr. Mills’ definition, “other than 
real estate,” there are bound to be serious areas in there as to what 

“tangible personal property” means. 

You might have one method of treating salvage value for one type 
and another for another. It could work very much against the 
Government. 

You might give some further thought to that. I think in the mining 
field it would be perhaps about as important as in the manufacturing 
field. 

Mr. Arnovp. Certainly in the mining field lots of heavy machinery 
gets bolted down, if not “cemented in. You can think of such things 
as hoists in a mine. We have talked about them, but we think that 
the problems are not too serious. 

Mr. Baker. Allright. That isall. 

The Cuamman. Mr. Arnold, I was just a little interested in not 
only the thought you raised here on the last page of your statement 
that I discussed with you, about amendment of the bill, but this sug- 
gestion that you have for amendment, should the Congress adopt this 
program, of providing at least for the so- -called important feature 
of the Canadian system you refer to on page 3 in the last paragraph. 

Mr. Arwnoxp. Yes. 
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The CuarrmMan. The right of the taxpayer to take less than the 
maximum amount of depreciation allowable for the year, without re- 
ducing the base for allowable depreciation in the future. 

Is not the net effect of that, when it is applied to the mining industry, 
a backhand way of getting around the 50-percent limitation / 

Mr. Arnovp. It can have that effect. The taxpayer now, not being 
in the 50-percent net, may defer some repairs until next year. It gives 
him an opportunity for that. 

The Cuamrman. Using the example that in the taxable year he is 
supposed to take a $10,000 depreciation deduction, if we do what you 
say, he would decide he would not want to take the $10,000, because 
that would so reduce his income as to bring the 50-percent limitation 
into effect. If he decides to take only $9,000 in that year, the 50- 
percent limit might not come into effect; the 10 percent or the 2714 
percent or something else might apply. 

Mr. Arnoxip. That is right. 

The CnarrMan. If we give the taxpayer this right to elect to take 
less, it would accord the opportunity, as I see it, of obviating this 
50-percent limit. 

ye Arnotp. He can take his chance. Any time he does not deduct 

. he has to send in a bigger check to the Government. 

"The CiairMAN. It might not be a bigger check, because doing this 
might actually mean a lesser check. 

Mr. Arnon. No. 

The Crairman. If you do not increase your income, the total, after 
vou take your depreci lation deduction, so as to have the 50 percent of 
income limitation apply as your limit for purposes of depletion, you 
might actually decrease the check in place of increasing it. 

Mr. Arnotp. No, I believe that is not correct. 

The Cuairman. Let us just take a case. You give me a case and 
show me how it would not be increased ? 

Mr. Arnoip. Let us say the man has got $100,000 of sales, 10-percent 
depletion rate. That is $10,000 depletion deduction. 

We have $10,000 on the gross, 10 percent. If his net income is 
exactly $20,000 without depreci iation, he could deduct the whole 
$10,000 of depletion. If he deducts, in addition, $1,000 of deprecia- 
tion, he is going to lose $500 of percentage depletion, but this will be 
more than offset by the $1,000 depreciation deduction and his total tax 
will be smaller. 

The Cuatrman. What if he is supposed to take $10,000 against that, 
in determining his net income, but he actually takes $2,000? 

Mr. Arnowp. He only takes $2,000? Then he would have a smaller 
tax bill to pay that year if he deducted the full $10,000. 

The Cratrman. But he will not get the full amount of his deple- 
tion allowance. 

Mr. Arnovp. He will lose some of his depletion, but the Govern- 
ment will get a bigger check. 

The Cuarrman. Either way? 

Mr. Arnoip. Yes. 

He is gambling, yes. Next year, if he is up high enough so that 
he can take his full depreciation and it does not “affect the net, he 
might win. But if he stays on the net all the way through, he cannot 
Win on It. 
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The Cuatrrman. What is the effect of it, aside from the area where 
depletion might apply? What is the effect of such an election with 
respect to years of earnings and years of small earnings or no 
earnings? 

Mr. Arnotp. Forgetting about depletion, it is possible that a person 
has such heavy losses that even through the net operating loss, he 
might never get the tax benefit. If it 1s a new business, you cannot 
carry it back 3 years; you can only carry it forward 5 years. It might 
be on that kind of a case. But if he takes all of the depreciation that 
is allowable, it is possible to waste without tax benefit some of his net 
operating loss in that first year of business. It has nothing to do with 
depletion at all. 

The Cuatrman. That is right. This taxpayer is not entitled to de- 
pletion, the one we are now talking about. 

Mr. Arnoxp. That is one example. 

Then, the other example, and the one that we are concerned about, 
is that if this new proposal goes in, you will have the agent coming 
around and telling the taxpayer, “you should have taken more depre- 
ciation,” not because of deplation 

The CuatrmMan. Will you not have the very thing you fear? Are 
you not more likely to have that under such a provision as you are 
talking about now, writing it into the law, wherein we are going to let 
the taxpayer take less than appears to have been the amount that he 
took in other years? That taxpayer is going to be in a quarrel all the 
time with the Government as to how much less he ought to take. 

Mr. Arnoxp. No: if he is allowed to take up to $10,000, he can take 
anything from $10,000 down, and there is nothing that the agent can 
quarrel with him about. 

What I am afraid of it, if the fellow deducts only $6,000, the agent 
will say, “You should have deducted more.” 

The Cuatrman. If you give him the opportunity of taking less than 
the agent would let him take, at his own election he takes less, and then 
we apply the ordinary income treatment to the process of the sale 
of the asset, are you not more likely to have trouble with the agent, in 
the agent’s saying, “In place of taking $2,000, you should have taken 
$10,000 when you made this election, so we will go back and we will 
rearrange this whole thing.” 

Mr. Arnorp. I do not see that. 

The CuartrMan. Does it not give rise to even greater disputes? 

Mr. Arnoxp. I think it limits the disputes, Mr. Chairman. 

The Cuarrman. I just do not quite see how it can limit the disputes, 
when you create the opportunity for him to take less—— 

Mr. Arnotp. And he does take less. 

The Cuatrman. And he does take less, and then you turn around 
and say that you fear the ordinary income tax treatment because—— 

Mr. Arnop. On the sale of equipment later on. 

The Cuarrman. That is right—because the agent is going to say, 
“You should have taken more back here for depreciation purposes 
than you did take.” 

Mr. Arnoxp. The incentive is there. The agent says, “If I can 
make you take more in the earlier years, I have to refund at a 30 per- 
cent tax rate, and I will recoup it here in the year of the sale at a 50 
percent tax rate.” 
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Mr. Byrnes. That is the reverse of the testimony this re that 
what happens is, you throw him into the higher bracket at the date of 
the sale. 

Mr. Arnovp. That is what I say; that is what the agent cando. An 
agent, by telling a taxpayer he did not take enough depreciation in 
earlier years, will increase the amount of profit on the sale. 

Mr. Byrnes. Right. 

The Cuamman. Are you saying that because we write this into law, 
the agent cannot come back and tell him he should have taken more, if 
we give him specific authority ? 

Mr. Arnotp. That is my point and why we request the provision. 

The Cuatrman. But is that your answer tothe point I raised. Here 
is a statutory authority todoit. Thus, the agent cannot question him 
about what he is taking. Is that your thought? 

Mr. Arnon. Yes, sir. If you just take the recapture rule and do 
not change the rule about the amount to be taken, an agent can 
always come under present law and say, “You did not take enough 
depreciation in prior years, and I must reduce the basis by the amount 
that was allowable.” And that is what your code says. The basis gets 
reduced by the amount allowable, even though there was no tax 
benefit. 

The Cuarrman. And your point is that if we write it into the law, 
he has the right to take less, and then he is protected from the agency’s 
later decision ? 

Mr. ArNnowp. Yes. 

The Cuatrman. Allright. I wanted to understand you. 

Are there any further questions of Mr. Arnold ? 

If not, we thank you, sir, again for bringing to us the views of the 
American Mining Congress. You are always helpful. 

Mr. Arnoip. Thank you very much. 

(The following proposed amendments and their explanations were 
filed by the American Mining Congress :) 


PROPOSED AMENDMENT TO H.R. 10491, BURDEN oF PROOF 


SEC. 2. BURDEN OF PROOF. 


Section 167 of the Internal Revenue Code of 1954 is amended by inserting at 
the proper place therein the following new subsection : 

“( ) BURDEN OF PROOF.—In any suit or proceeding involving the issue whether 
the taxpayer’s determination or the useful life or salvage value in respect to 
tangible personal property used in the trade or business is reasonable, the burden 
of proof in respect of such issue shall be upon the Secretary or his delegate.” 

Also, amend the effective date provision of H.R. 10491 to read as follows: 

“The amendments made by section 2 of this Act shall apply to taxable years 
ending after the date of enactment of this Act. The other amendments made by 
this Act shall apply to taxable years ending after the date of enactment of 
this Act, but only with respect to property which is sold or exchanged after 
such date.” 


Explanation 


The Treasury Department believes the enactment of H.R. 10491 or H.R. 10492 
will remove the incentive for meticulousness on the part of revenue agents with 
respect to useful life and salvage value. However, Treasury states it is unable 
to guarantee such improved administration of the depreciation provisions. By 
shifting the burden of proof to the Government in issues involving the useful 
life and the salvage value, statutory assurance of better acceptance of tax- 
payer’s judgment in respect to these controversial items will be given in a 
simple and workable manner. Particularly in matters where judgment is such 
an important factor, the burden of proof is important in litigation. 
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Unlike the other amendments made by H.R. 10491, the “burden of proof” 
amendment must be effective immediately, even where the property is not sold 
by the taxpayer. The sought-for improved administration involves primarily 
property never sold by the taxpayer. 


PROPOSED AMENDMENT TO H.R. 10491, SALE oF MINING EQUIPMENT WHERE GAIN 
Is TREATED AS ORDINARY GAIN 


SEC. ( ). SALE OF MINING EQUIPMENT. 


Section 613 of the Internal Revenue Code of 1954 is amended by inserting 
after subsection (d) thereof the following new subsection: 

“(e) TAXABLE INCOME FROM THE PROPERTY.—Gain ftom the sale or exchange 
of tangible personal property, to the extent that section 1238A is applicable, 
shall be taken into account in determining taxable income from the property.” 


Explanation 


Under existing court decision, in computing “taxable income from the Prop- 
erty” for the purpose of the 50 percent limitation on the percentage depletion 
deduction, depreciation deductions and losses from sales of mining equipment 
are taken into account and reduce the depletion deduction ; however, gains from 
such sales are not taken into account to reduce the mining costs in computing 
taxable income from the property. Removing the capital gains treatment with 
respect to such equipment would accentuate this inequity, and fairness requires 
the foregoing amendment. This amendment does not remove the existing 
inequity—it merely avoids adding to the inequity with respect to that portion 
of gain from the sale of mining machinery which will be treated as ordinary 
income under the bill. 

It should be emphasized that this amendment will be applicable only to 
tangible personal property the costs of which have been taken into account in 
computing taxable income from the property for percentage depletion purposes. 


ProposEp AMENDMENT TO H.R. 10491, RestTrRicTION oF PoWER OF SECRETARY To 
AbJUsST DEPRECIATION UPWARD WHERE CONSISTENCY IS USED 


Sec. ( ). Section 1016(a) (2) of the Internal Revenue Code is amended by 
inserting therein, at the proper place, the following new sentence: 

“In the case of tangible personal property to which section 1238A applies, 
with respect to which the taxpayer has used a consistent method in determining 
deductions for exhaustion, wear and tear, obsolescence, and amortization, ad- 
justment shall not be made for amounts allowable but only for amounts claimed 
by and allowed to the taxpayer as deductions in computing taxable income under 
this subtitle or prior income tax laws, and resulting (by reason of the deduc- 
tions so allowed) in a reduction for any taxable year of the taxpayer's taxes 
under this subtitle (other than chapter 2, relating to tax on self-employment 
income), or prior income, war-profits, or excess-profits tax laws.” 


Erplanation 


Present law requires reduction of basis by the amount of depreciation “al- 
lowable,” whether or not actually taken. The proposed amendment would 
protect a taxpayer who has followed a consistent method from having the 
Service retroactively increase his depreciation deductions in order to increase his 
overall tax. 

Without such amendment, there will be an incentive for the Internal Revenue 
Service to say, when property is sold and the gain is taxed as ordinary income, 
that (1) the taxpayer should have taken more depreciation in prior years, and 
(2) therefore the gain is higher in the year of sale. The tax refund resulting 
from greater depreciation deductions in prior years may not be as great as the 
tax increase in the year of sale. 

This amendment will be important primarily in those situations where an 
individual sells property at a gain in a high-bracket year after taking deprecia- 
tion in low-bracket years, and where a corporation sells property at a gain 
in a 52 percent rate year after taking depreciation in 30 percent rate years. 


The Cuatrman. Mr. J. D. Durand, secretary of the Air Transport 
Association of America. 


Mr. Durand, we are pleased to have you with the committee today. 
Tf you will identify yourself for this record, you will be recognized. 
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STATEMENT OF J. D. DURAND, SECRETARY AND ASSISTANT GEN- 
ERAL COUNSEL, AIR TRANSPORT ASSOCIATION OF AMERICA 


Mr. Duranp. Thank you, Mr. Chairman. 

My name is J. D. Durand. I am secretary and assistant general 
counsel of the Air Transport Association of America. 

Mr. Chairman, my statement appears to be of rather formidable 
length; but that is because there are appended to it a considerable 
number of tables and charts. I merely wish those to go into the 
record. Iam not inflicting them upon the committee this afternoon. 

The CuarrmMan. Without objection, the charts in any part of your 
statement that you may omit will all be included in the record. 

Mr. Duranpo. Thank you, Mr. Chairman. 

The Air Transport Association includes all the domestic trunklines, 
all the domestic local service airlines, all the U.S.-flag international 
airlines, substantially all of the airlines operating in and to Alaska 
and Hawaii, all three domestic helicopter airlines, and most of the 
U.S.-flag all-cargo airlines. 


SUMMARY OF POSITION 


We believe that H.R. 10491 and H.R. 10492 are less than a complete 
approach to a problem which cannot be solved piecemeal, and there- 
fore that they should not be approved by this committee. 

Our objection to these bills, however, is based on broader grounds. 
We believe that, from the viewpoint of their effect upon the air trans- 
portation industry, they will run counter to the stated policies of Con- 
gress and the executive department. 

In the Civil Aeronautics Act of 1938, and again in the Federal 
Aviation Act of 1958, Congress declared its policy to be— 

The encouragement and development of an air-transportation system properly 
adapted to the present and future needs of the foreign and domestic commerce 
of the United States, of the postal service, and of the national defense. 

The Department of Defense has repeatedly and urgently called 
attention to the deficiency existing in this country’s airlift capabilities 
under emergency conditions and to the increased capability needed in 
both civil and military aviation to meet that deficiency. In this vein, 
Assistant Secretary of Defense Perkins McGuire stated : 

Our study currently of the overall airlift situation indicates that continuity 
of the oversea logistic pipeline must be assured if we are to take cold war 
crises in our stride. Such an assurance would be possible only if the airline 
industry possessed the capacity to perform an oversea air logistic support 
function and the continued availability of this capacity to the Department of 
Defense during periods of emergency were assured. 

Similarly, the Administrator of the Federal Aviation Agency re- 
cently said: 

* * * a greatly expanded national air cargo capability is urgently needed as 
another important building-block of our national structure in furtherance of 
our commerce, military and political objectives. A global civil air cargo fleet 
of greatly increased dimensions would contribute significantly to the economic 


health of this country, and would provide a valuable airlift resource for national 
defense and mobilization requirements. 


We believe approval of the bills a before the committee 
would impair the airline industry’s ability to expand and modernize 
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to the extent required in the national interest, and that the public and 
the Nation would be the losers. 

A number of factors combine to make the air transport industry 
especially subject to injury from any measure which would increase 
the tax burden incident to disposal of obsolete equipment and replace- 
ment with more modern equipment. It is an industry marked by a 
high rate of obsolescenec of its productive plant: aircraft. The air- 
lines, in order to discharge their obligations to serve the public and 
the national defense, have to keep pace with technological advance by 
constantly retiring obsolete aircraft and buying the newer, faster, 
longer range, safer models as they come out. Each time this is done, 
there may be a tax levied, if the sale price exceeds the book value of 
the airplane retired. 

And for many of the airlines, it could make a significant difference 
if that tax were to be doubled, as it would be under these bills. Any 
such increase in the tax burden would particularly affect this indus- 
try because the airlines historically rely heavily on internal cash gen- 
eration—plowed back earnings, cash throw off from depreciation, 
and proceeds from sale of retired equipment—to pay for new aircraft 
and to convince leaders that there is a reasonable prospect of loans 
being repaid. 

Currently, the industry is in the throes of the jet reequipment pro- 
gram, perhaps as massive an industrywide modernization program as 
the companies in any American industry have ever undertaken si- 
multaneously. To finance this jet reequipment program, most of the 
airlines have borrowed to the hilt. An important factor in the abil- 
ity to borrow has been internal cash generation, including proceeds 
from disposal of older equipment. This is not a rich industry. 

Earnings levels have been low and the dividend payout to investors 
necessarily meager. Much has been said of the financial plight of 
the railroads, but its percentage of profit to gross revenue is 10.2, as 
compared to 4.8 in the airline industry. The industry accordingly 
has to husband its resources and make every penny count toward re- 
equipment. And this, rather than high profits, has to be part of the 
industry’s appeal to lenders. 

Against his background, I think you can readily see why we feel 
that this bill, and the tax doubling it proposes, would be particularly 
injurious to the air transport industry. 


I would now like to explain in more detail the principal points just 
stated. 




































AIRLINE AIRCRAFT BECOME OBSOLETE QUICKLY 






An airline’s productive plant is its aircraft. The rapid technological 
advances in the industry, the public demand for the best and fastest 
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and most comfortable aircraft, and the competitive necessity of meet- 
ing that public demand, combine to make the life of an airplane in 
first-line service only a few years. This is true, however wonderful 
a machine the airplane is, or was, when it first went into service. 

Take, for example, the DC—7 and the Super Constellation, the planes 
that made the transcontinental nonstop feasible. It is only 7 short 
years since the DC-7 first went on the line in 1953, and barely 2 years 
since the last delivery of one of these fine airplanes to a domestio 
airline. But progress has already made this airplane obsolescent, if 
not obsolete, and the airlines which paid $2,500,000 apiece for DC-7’s 
this short time ago are now having to dispose of them and buy jets 
at $5 million or more per aircraft. Only by so doing can they provide 
the public with the service it wants. 

What has happened to the DC~7 is not unique in this industry. 
The same sort of thing happens every few years. Indeed, the jet re- 
equipment program of the domestic trunklines in their fifth major 
reequipment program since World War II ended. Reconversion from 
war to peace meant for the airlines, first, the conversion of military 
C-47’s and C—54’s into commercial DC—3’s and DC-4’s. Shortly there- 
after, came the second reequipment program, putting into service the 
new postwar aircraft: the DC—6’s, the early Constellations, and, in 
the two-engine field, the Convair 240’s and the Martin 202’s. By 1950, 
many of the carriers were launching their third postwar reequipment 
programs, with the DC-6B’s, the 1049 model Constellations, and the 
second-series Convair 340’s and Martin 404’s. Then, beginning in 
1953 there was a new series of better aircraft and a fourth reequip- 
ment program—the DC-—7’s, the Super Constellations, the Convair’s 
440s, the Viscount, for example. 

And currently, the fifth postwar programs, the jets—the pure jet 
Boeing 707’s and 720’s, DC-—8’s, Convair 600’s and 880’s; the prop-jet 
Electras and F-27’s. Many of them are now in service; others will 
be delivered in the next few months, the domestic airline companies 
will have more than 500 of them by the end of 1962. 

The limited service life of commercial aircraft has recently been 
analyzed and commented upon by a Civil Aeronautics Board hearing 
examiner. 

Mr. Ralph L. Wise, at page 151 of his initial decision in the CAB’s 
general passenger fare investigation, observes that since World War 
II, “including the scheduled retirement of existing types, the service- 
ability of each successive aircraft type which has been retired by a 
first user has ranged between 11.9 and 4.3 years for an average of 
7.8 years.” 

Attached to my statement, as exhibit A, is the examiner’s tabulation 
of data supporting this conclusion. 
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(Exhibit A follows :) 





Excerpt from initial decision of Examiner Ralph L. Wiser, CAB Docket No. 8008, et al., appendix No. 10] 














XxHIBIT A.—Aircraft in domestic service—Average years of life projected to 
retirement as indicated in carrier forecasts * 
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Douglas: 
a ee 134 6. 83 21 16. 67 155 8.17 
SR a akc kale 77 11. 92 38 13. 92 115 12. 58 
DC-6A_.....- ee bonnie . : : 17 6. 08 17 6.08 
DC-6B_.......- 7 34 7. 67 81 6. 50 115 6. 92 
DC-7._- - 109 5. 25 21 5.33 130 5. 33 
I eee : sidan a 64 4.75 64 4.75 
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Convair: 
ES eee 105 8. 5S Q 11.08 114 |} 8.75 
340 BES aoe 50 6. 83 49 9. 67 99 8. 25 
EE —_ 3 24.33 60 6. 50 63 6. 42 
Martin 404_ _. : ‘ 38 7.33 57 9. 50 95 8. 58 
Lock heed: 
L-49_ alata 34 11. 92 12 8. 83 46 11.08 
1-49. 5 Shier 6 2 4.33 ie se 6 4. 33 
L-749.___- ssi bi 24 8. 92 12 14, 58 36 10. 83 
L-749A - _- ; 27 11.75 27 11.75 
1049 Soe eee ee 21 7. 25 21 7. 25 
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377 Sunes ‘ 6 24.83 : f 4. 83 
Viscount 700D__.......--- > cat a es 74 6. O8 74 6. 08 








DE CI iin mcpimnvtdndniecne 656 7.75 630 8. 00 1, 286 7.92 












1 Excludes Northwest, whose projection was through 1958 only. Equipment projections by other 
carriers were as follows: Through 1961, American; through 1962, Braniff, Capital, Continental, Delta, 
Eastern, National, Northeast, TWA, United, Western. 



















2 The CV-440 and L-1049G retirements by initial users appear to be for reasons other than basie obso- 
leseence; the L-649 retirements are believed to reflect conversion to L-749 type; and the B-377 data are 
exclusive of Northwest's average use which already exceeds 8 years. 





Mr. Duranp. It seems clear that this historic pattern will continue 
in the foreseeable future. As of 1958, the airlines generally planned 
to depreciate the first-round jets on the basis of an anticipated 10- 
year service life—or a little more than the average of 7.8 years noted 
by the examiner for postwar piston-engine aircraft. 

As of today, the 10-year assumption is beginning to seem optimistic. 
The supersonic jet—which is likely to treat today’s speed-of-sound 
jets much like they treated the DC-7—is moving forward on the 
calendar. 

Only last month the Chairman of the Civil Aeronautics Board 
undertook to warn the Congress that the national interest may well 
require expedited introduction of a domestically manufactured super- 
sonic jet. He pointed out that both the British and the Russians are 
believed to be aggressively programing supersonic jet transports, 
targeted for mid-1960 production; that once supersonic jets become 
available this country’s airlines will “be forced by competitive rea- 
sons to buy them; and that if a foreign, rather than a domestic, 
manufacturer comes up first with supersonic transports “the favored 
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position enjoyed by American civil aircraft manufacturers might be 
lost for decades.” 

He set “between 1965 and 1968” as the likely dawn of the super- 
sonic jet age. A copy of the Chairman’s statement on this matter is 
attached hereto as exhibit B. 

(Exhibit B follows :) 


Exuisir B 
Civi, AERONAUTICS BOARD, 
Washington, D.C., February 1, 1960. 
Hon. OREN HARRIS, 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington, D.C. 

Deak Mr. CHAIRMAN: The Civil Aeronautics Board has become increasingly 
concerned in the last few months about the possibility that a supersonic trans- 
port aircraft may be developed by other than a U.S. manufacturer in the next 
few years and, therefore, we wish to bring to the committee’s attention the 
Board's evaluation of the present posture of supersonic transport development 
in the United States. 

Economic studies made by various American manufacturers and presented 
separately by their representatives to the Board indicate that if the supersonic 
transport comes into being within the next decade, the entire requirement of 
all of the air carriers of the world can be met by the manufacture of between 
100 and 200 of such airplanes. Such an airplane would travel at 2,000 miles 
an hour, carry between 80 and 160 passengers, and would make travel to such 
points as Rome, Paris, or Frankfurt a matter of about 2 hours’ elapsed time. 
The economie cruising altitude would require the aircraft to fly so high (55,000 
to 75,000 feet) that economic utilization would be improbable at distances 
less than 1,200 to 1,800 miles. Consequently carriers serving essentially short 
hauls probably would not use the aircraft. 

The tremendous speed of the aircraft, if accompanied by proper navigational 
aids and ground-handling equipment, would be such that airlines with long- 
distance routes could operate those routes with about one-third of the equip- 
ment needed to operate with current jet equipment. The high cost of the air- 
craft (estimated at between $12 to $25 million), together with its tremendous 
capabilities, would probably mean that many carriers would utilize inter- 
change agreements in order to get sufficient utilization to warrant the invest- 
ment, 

Introduction of the aircraft into the long-haul routes of the world probably 
would cause a marked change in current travel practices. For example, if a 
passenger can fly from New York to Los Angeles or Paris in 100 minutes, night 
flying will probably disappear. 

Manufacturers to whom Board representatives have talked speculate that no 
manufacturer could build the aircraft without initial orders for between 40 and 
80 aircraft, and most of them assume that, in order to be profitable, whichever 
manufacturer gets the initial order probably will have to manufacture all of the 
aircraft which are built, although some concede that perhaps two manufacturers, 
each capturing about half the business, might build the aircraft profitably. 

American manufacturers’ concern goes to the fact that at least two foreign 
nations which are successfully building long-range jet aircraft at the present time 
have had engineers in the United States studying American manufacturing tech- 
niques and discussing supersonic projects, and both of these nations appear ready 
to subsidize the development of a supersonic transport. 

The January 18, 1960, issue of the Aviation Daily, a widely read trade paper, 
carries the following: 

“Duncan Sandys, the new Minister of Aviation [of Great Britain], says the 
Government will give increased aid to the civilian aircraft industry. As exelu- 
sively reported in International Aviation on December 14, Sandys will shortly 
ask Commons for money to develop a supersonic mach 3 transport. 

“In 1957 the Government canceled its supersonic bomber—the Avro 730. A 
considerable amount of money will now have to be spent to make up for the lost 
time. In announcing the change in policy, Sandys said ‘There is little doubt 
that in the 1970’s, long-range civil airliners will be flying at two or three times 
the speed of sound.’ ” 

Two different American manufacturers indicated to the Board’s staff in late 
autumn that they feel that the manufacturing group which developed the highly 
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successful Tupolev jets in Russia has been working on the development of a 
supersonic jet transport aircraft of Russian design and manufacture. 

The Washington Post, on January 25, 1960, carried an article (p. A-9) which 
stated in part: 

“In a January 15 speech to the Supreme Soviet in Moscow, Andrei N. Tupolev, 
father of the many military and civilian aircraft which bear the letters TU 
along with numbers, indicated that the same ‘workers, engineers, and designers’ 
under his control are employed for both types. He also indicated a new super- 
sonic transport is in the works, as already was known.” 

American manufacturers hear that the British and the Russians are target- 
ing for an operating supersonic air transport between 1965 and 1968. One 
rumor has it that one of the countries is already “cutting metal” for its first 
supersonic transport aircraft. 

Obviously, if a successful supersonic transport were developed by any coun- 
try, many of the foreign international carriers who compete with the American 
civil industry would acquire the transport, and it would naturally follow that 
in order to stay alive over competitive international routes, American inter- 
national carriers would be forced to buy that transport rather than to wait a 
few years for a competitive American transport to be built. The interest that 
every long-range carrier in the world will have in a supersonic transport will be 
total. The current mass move to acquire jets by carriers all over the world is 
an outstanding example of what happens when a new type aircraft appears on 
the scene. 

All four large American manufacturers of commercial transport aircraft 
(Boeing, Convair, Douglas, and Lockheed) have spent considerable time, effort, 
and money in studies of the supersonic transport aircraft, and any one of them 
would be capable of manufacturing such an aircraft given proper financial 
encouragement. Also, North American Aviation, while essentially a military 
contractor, has spent a tremendous amount of time and money in the develop- 
ment of supersonic military aircraft. Obviously these efforts would be help- 
ful to that company if it decided to compete in the civil supersonic transport 
field. 

One American manufacturer estimates that, given adequate financial assur- 
ances, he could have a prototype flying in about 3 years, and, following extensive 
flight testing, could make deliveries in another 3 years or so. Assuming, there- 
fore, that an American manufacturer were to start development sometime in 
1960, the first aircraft in the commercial system probably could not be delivered 
until 1967. 

The concern of the Board in this matter goes to the fact that a delay of 1, 2, or 
3 years in the development of such aircraft by U:S. manufacturers might mean 
that sometime in the early or mid—1960’s the American long-range carriers may 
be forced by competitive reasons to place orders for supersonic aircraft to be 
built elsewhere in the world. If this happens, the favored position enjoyed 
by American civil aircraft manufacturers might be lost for decades. What 
such a loss of position would mean to those segments of our economy related 
to the aviation industry is only conjectural but, needless to say, it would not be 
encouraging. 

In consonance with our own responsibilities to assist and encourage the 
economic development of the American air-transport industry, the Board will 
continue its study and evaluation of this subject. However, the problem is of 
such importance to the future of all segments of the American aviation indtstry 
that the Board felt that it should be brought to the attention of your committee 
with the thought that you may wish to undertake some study in this field and 
possibly schedule hearings to acquaint yourselves with this problem. 

Sincerely yours, 
JAMES R. DuRFEE, Chairman. 


Mr. Duranp. As this statement makes clear, today’s massive jet re- 
equipment program is not the ultimate, but only the most recent of the 
airlines’ constant reequipment programs. 

Reequipment serves the Salis eid the national—interest ; an air- 
line is a public service company, regulated by a Federal agency—the 
Civil Aeronautics Board—and dedicated to the public service. 
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The current jet. reequipment program of the airlines is merely the 
latest step by the airlines to provide this service. The importance of 
the jet program is virtually self-evident, and is widely recognized. 
Thus, General Quesada, now Administrator of the FAA, in a special 
report to the President, June 30, 1958, observed : 

Relative to the national economy, this program is significant. It calls for 
a gross investment by the airlines of approximately $4 billion and a net invest- 
ment of $2.6 billion by 1962 in aircraft and airline-owned facilities. This sub- 
stantial investment of private capital is a dynamic element of our national 
economy which should not be permitted to falter. 

This public interest embraces many elements. There is the travel- 
ing public’s demand for the fastest, safest, most comfortable air trans- 
portation that the state of the art permits. There is the national in- 
terest in speedy communication and transportation, to say nothing 
of the jobs and the economic productivity the airlines afford. There 
is the commercial interest and the national prestige of having an air 
transport system better than the British or the Russians or anyone 
else. 

And there is the almost incalculable potential of the airlines for 
national defense. Under emergency conditions, the jets the airlines 
now have or have on order could produce more than 50 billion seat- 
miles per year. This is some 15 times the average annual airlift 
the airlines provided—in civilian and military service—in World 
War IL. 

It is, for example, enough seat mileage to carry the personnel of 
5.5 modern pentomic divisions—75,000 troops—from Westover Air 
Force Base to London every 48 hours. 

That the airlines can now thus serve the public and the national 
interest is, in large part, a tribute to statesman-like legislation by the 
Congress, which in the Civil Aeronautics Act of 1938—now the 
Federal Aviation Act of 1958—set. up a regulatory scheme to harness 
private enterprise to the national interest. The objectives have been 
eloquently described by the U.S. Court of Appeals for the District 
of Columbia circuit : 

The objective of the Congress is plain. It is the maintenance and continued 
development of air transportation to the extent and of the quality required for 
the national commerce, postal service, and defense. 


The objective is on a grand scale. It is for the public interest. It is 
vital * * * 


The need [for revenues] which the statute seeks to meet is not the need of 
the carrier for its private purposes, for its own operation or profit. 

It is the need of the carrier for funds to enable such carrier to carry on for 
the purpose depicted by the Congress in the interests of the Nation. (Amer- 
ican Overseas Airlines vy. Civil Aeronautics Board, 254 Fed. 2d 744, 748-749 
(D.C. Cir., 1958).) 

And that, of course, is the basic reason the air transport indust.y 
is so concerned—and believes this committee should be concerned— 
with the impact on the industry of this bill. As it affects the air- 
lines, it would reduce the funds on which they can draw to pay for 
the jets, or the supersonic successors of the jets. This is not simply 
a matter of reducing revenues which would otherwise go “for * * * 
private purposes, for * * * profit.” It is a matter of cutting into 
the funds which enable the airlines “to carry on for the purposes de- 
picted by the Congress in the interests of the Nation.” 
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THE COSTS OF REEQUIPPING 


These recurrent reequipment programs, plus the continuous need to 
expand the industry’s capacity, impose heavy capital requirements. 
During the period 1946—June 30, 1959, the domestic trunklines spent 
$2,895 million on new property and equipment. This is 44 times the 
net book value of their property and equipment as of yearend 1945. 
Indeed, just in the 314 years, 1956, 1957, 1958 and the first half of 
1959, these companies spent on new property and equipment six 
times the net book value as of yearend 1955. 

Attached as exhibit C is a table showing the data year by year. 

(Exhibit C follows :) 


Exurisit C.—IJn the years since World War II the domestic trunklines spent 
on new equipment 44 times the book value of their 1945 fleets 


Property and equipment as of Dec. 31, 1945: 
Cost of property and equipment on books_ 7 _... $115, 422, 000 
Accrued depreciation * 9, 530, 000 


Net book value 3D, 892, 000 


New property and equipment acquired 1946—56 : 


30, SOO, 95 $215, 100, 000 

, 700, 000 | 1955 180,562, 000 

, 600, 000 | 1956 382, 793, 000 

, 000, 000 | 1957 374, 615, 000 

, 600, 000 | a 288, 343, 000 
116, 300, 000 | 1959 (9 mos,)_-----__- 416, 054, 000 
202, 100, 000 —— —— 
186, 300, 000 Postwar total_____ 2, 846, 209, 000 


Ratio new property and equipment acquisitions to net book value: 
1946-59 acquisitions to net book value as of December 31, 1945 —44 
1956-59 acquisitions to net book value as of December 31, 1955________ 6 


Source: Carrier reports to CAB. 


Mr. Duranp. Looking ahead, the report entitled “The Status and 
Economic Significance of the Airline Equipment Investment Pro- 
gram,” dated June 30, 1958, prepared for the President’s Special 
Assistant for Aviation, by Professor Paul Cherington of the Harvard 
Graduate School of Business Administration, estimated the airline 
bilkon s bill for the jet reequipment program through 1962 at $4 

illion 

This is more than 75 times the industry’s aggregate net profit in 
1958, when all the United States-flag certificated route carriers earned 
less than $53 million. It is more than 50 times the most money the 
industry ever earned in any single year. 

In this connection, it should ‘be pointed out that one of the elements 
in the cost of reequipping is inflation. Part of the bigger price tag 
on newer aircraft is because they are bigger, better, incorporating 
more safety features, and so more expensive to build. But part of the 
bigger price tag is inflation. 

Thus, the fir st series of Lockheed Constellations delivered for $834,- 
000 in 1946—but were up to $1,110,000 by 1950. The DC-6 went 
through the same trend, up from $705 ,000 j in 1946 to $1,029,000 by 1950. 
Exhibit D to my statement is a table which shows that the industry’s 
investment in flight equipment per available ton mile grew steadily 
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from 16.91 cents in 1947 to 22.65 cents for the 12 months ended 
June 30, 1958. 
(Exhibit D follows:) 
Exuisit D 


[Excerpt from initial decision of Examiner Ralph L. Wiser, CAB Docket No. 8008, et al., p. 143] 


The industry paid continuously higher prices for its aircraft as this period 
progr essed, as shown by the following data: 


Average gross | Available ton- Investment 
flight equip- miles (sched- per availabl 
ment cost uled and non- ton-mile 

scheduled) 


Thousands Thousands 

$220, 493 1, 304, 101 
281, 897 1, 482, 241 
314, 5&9 1, 667, 491 
352, 361 1, 862, 458 
405, 479 2, 183, 272 
501, 970 2. 650, 312 
617, 390 3, 172, 448 
724, 905 3, 615, 582 
836, 457 4, 215, 306 
993, 571 4,771,151 

5, 651, 235 

5, 866, 774 


57 ea onesie 1, 239, 407 
months ending June 30, 1958 | 1, 328, 554 


Based upon system investment and available ton-miles fiown 
* Available ton-miles reported by Eastern adjusted to basis used in previous years. 


Mr. Duranp. What that table shows is this, that to move a ton a 
mile required an investment in the aircraft of $16.91 in 1947. But 
to get the capacity to move a ton a mile in 1958, the cost of the air- 
craft was $22.65. ° That is a very significant difference because in the 
industry we use the revenue ton-mile productivity of aircraft as the 
true measure of the cost of the aircraft. That is, if you can get an 
aircraft, while it may cost you $10 million, can make available ton- 
mile productivi ity for you at, say an X figure, it is a much better air- 
craft and a much more economical one than a ches per aircraft whose 
productivity per ton-mile is two X. 

So the fact that it is costing us more all the time to get this availa- 
bility for transportation shows the inflationary trend as it affects air 
transportation. From this respect they are not better aircraft. They 
just cost more. 

This inflationary aspect of the costs of reequipment is of particular 
significance in connection with the present bills because these pro- 
posals would be a tax generated by inflation. 

To illustrate: An airline which purchased an airplane for $2 mil- 
lion in 1953, and depreciated it for 7 years, would theoretically have 
in 1960 enough dollars to replace the airplane. Actually, it would 
not have enough dollars to do so because the same airplane by now 
would cost, say, $2,250,000—assuming you could still buy it new. 

By the same ‘token, the residual value of the second-hand airplane, 
which perh aps in 1953 you assumed would be $200,000 1953 dollars, 
is now inflated to perhaps $300,000 1960 dollars. 

In terms of dollars, there is a capital gain, subject to tax. The 
gain arises not because there was anything wrong with the airline’s 
depreciation but solely because of inflation. 

In terms of ability to replace the airplane, you have actually lost 
ground. Depreciation plus sale price—even before the tax collector 


53624—60—_6 
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takes his bite—is not enough to replace the airplane. To some extent, 
the fact that the gain is taxed at the 25 percent capital gain rate, in- 
stead of the 52 percent normal income tax rate, is thus a cushion 
against the effects of inflation. 

Or, to put it the other way around, the bigger the tax bite the 
wider the gap between what the airline accrued through deprecia- 
tion and realized on sale, and the cost of replacing, at an inflated 
price, the same airplane. 

This is why we gay that the present bills involve, in a sense, an in- 
flation-generated tax. And it should be kept in mind, because of 
the rapid rate of obsolescence characteristic of this industry, any 
such tax particularly affects the airlines, more so perhaps than many 
industries which do not have the same pattern of frequent replace- 
ment of productive plant in an inflationary era. 


WHERE THE MONEY COMES FROM 


Meeting the costs of providing this Nation with the kinds and 
quantities of modern aircraft it wants in airline service has his- 
torically taken the lion’s share of all the funds the airlines could raise 
over and above cash operating expenses and taxes. During the 11- 
year period 1945-56, for example, the domestic trunklines invested 
in property and equipment 74.1 percent of all the funds available to 
them from all sources—earnings, depreciation, sale of old equipment, 
stock issuance, debt, and so on. 


This is summarized in the table attached hereto as exhibit FE. 
(The table referred to follows :) 


Exursit E.—Source and application of funds, domestic trunk airlines, 11 years, 
1946-56 


[ Millions of dollars] 

How funds were raised : Amount Percent 
Net earnings 253.8 
Depreciation 
Amortization 
Sale of stock 
Issuance of debt (total) 

Less refinancing 


New debt 
Preriy DeIeRNN si. coe ne eee Lb kia 
Miscellaneous sources (self-insurance and other deferred 
NR acces ant otich ans Samia thedeindtanasnds ake dekuiaaebeebbedideaibesls 


Total funds raised 


How funds were used: 


Purchase of property 

Increase of working capital (net) 

eee ee Bi ae ere ek. 
Reduction of long-term debt (net of refinancing) 

Increasing in operating reserves (net) 

Miscellaneous uses 


-~] 


_ 
eo PP 


— 


Total funds applied 
Source: Airline reports to CAB-—form 41 corporate annual reports. 


= 


Mr. Duranp. From that table you will also note that in the same 
period only 4.5 percent of the total funds raised were paid out as 
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dividends. Or, to put it another way, during this period these airline 
companies expended on plant and property $16.3 for every dollar paid 
out as dividends. This 16.3-to-1 ‘atio compares with a national 
average for all U.S. corporations of 2.4 to 1. 

Another item which may be of particular interest to this committee 
is the important role play ed by internal cash generation from depre- 
ciation and property retirements, items with which the instant bill j is 
concerned. During these 11 years depreciation accounted for 33.4 
percent of the total funds available to these companies over and above 

cash operating expenses and taxes. Proceeds from retirement of 
property accounted for another 5.4 percent of the funds. 

Figures such as these afford a valuable insight into one of the impor- 
tant aspects of this industry. The airlines have regularly plowed 
back their earnings into new equipment, have reinvested depreciation 
in new equipment, and have put the proceeds from sale of retired 
equipment into new equipment. The proceeds, that is, after taxes. 

And this is a point I would like to stress. If the tax applicable to 
the proceeds from sale of equipment had been higher, as it would be 
under the proposed bill, there would have been less money from that 
source to pay for new equipment. It is that simple. And in this 
industry, with its recurrent and continuing reequipment programs, 
it can have an important adverse effect on the public and national 
interests. 

To get a little more specific about the industry pattern of reinvest- 
ing proceeds from sale of equipment in new equipment, you can readily 
trace these proceeds and see that it happens just that way. 

Attached as exhibit F is a 12-page tabulation, 1 page for each of 
the 12 domestic trunklines, showing for each year, starting with 1946, 
the amount realized from retirement of property and equipment, 
what part of that was capital gains, and the amount expended on new 
property and equipment. 

(The tabulation referred to follows:) 


ExuHiBit F.—Proceeds from equipment retirement and capital gains go back into 
equipment 


[Thousands of dollars] 
AMERICAN AIRLINES 


a 
| Acquisi- 


| | 
| Retire- | | Aequisi- | Retire- 
| ment of | Capital tion of ment of 


Canital tion of 
gains | property 
and equip- 
ment 


property gains | property re property 
and equip- and equip- | and equip- 
ment 
| _ 


a 
(100) | 42,200 || 195% : S| 1: 29, 349 
| 





(39) 36, 291 | 45, 791 
242 | 6, 599 || 5, 363 
(664) | 7, 053 i] 48, 169 
(168) | 6, 023 |) 48, 703 

(1, 758) | 24, 940 |} 33, 465 
(352) 3, 876 || 





BRANIFF / 


37 | 5, 200 . 3, 706 a 12, 392 
(7) 5, 1] 2, 80: 2, 44 985 
12 967 i} 853 : 4, 675 
81 esx ( 23 | 15, 445 

aoe : 9) | 11, 051 
16 | 3,907 || 1958 _.....- 2 : 3, 432 
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Exursir F.—Proceeds from equipment retirement and capital gains go back into 


equipment—Continued 


{Thousands of dollars} 


CAPITAL AIRLINES 


Acquisi- 
tion of 
property 
and equip- 
ment 


ment of 
property 
and equip- 
ment 


Capital 
gains 


10, 943 
2, 386 
1, 142 
1,701 
8, 570 
4, 327 
6 


, 830 


1953_.. 
1954... 
1955... 
1956___ 
1957 


WR kos, 


Retire- 
ment of 
property 

and equip- 
ment 


19 


10, 520 
4, 268 

798 

3, 795 








CONTINENTAL AIR LINE 


Capital 
gains 


(63) 
660 


5, 865 | 


2, 573 
518 
610 


Acquisi- 
tion of 
property 
and equip- 
ment 


6, 732 
4, 306 
16, 347 
61, 838 
9, 136 
5, 756 





— 
7 a 
no... .. 





1, 192 
245 
2, 054 
204 
175 
332 
1, 187 


1953... 


1954...._..__. 
1955_--_- 


1956__. 


oN 


1958... 


6, 418 
163 

2, 072 
3, 282 
13, O89 
23, 801 





DELTA AIR LINES 





3, 747 
2, 295 
6, 095 
2, 281 
1, 687 


1953 
1954 
1955_._- 


3, 180 || 
4, 781 


EASTERN 





24, 7 
20, 053 


12, ! 





9, 331 || 


16, 598 
8, 767 
9, 827 


5, 670 | 


19, 250 
49, 210 





NATIONAL AIRLINES 


5, 053 
5, 781 
600 


64, 946 
24, 461 


1,044 
4, 660 


|| 
1, 949 | 
10, 818 || 


NORTHEAST AIRLINES 


54 2, 121 
(24) 981 
(35) 473 

3 2,801 |} 
324 397 

1 | 529 
260 | 989 | 
| 
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ExHipBit F.—Proceeds from equipment retirement and capital gains go back into 
equipment—Continued 


|Thousands of dollars] 


NORTHWEST AIRLINES 


Retire- 
ment of 
property 


and equip- 


ment 


Capital 
gains 


Acquisi- 
tion of 
property 
and equip- 
ment 


Retire- 
ment of 
property 


and equip- 


ment 


Capital 
galns 


Acquisi- 
tion of 
property 
and equip- 
ment 


6, 428 
9, 404 
20, 842 
8, 519 
34, 359 
23, 843 


8, 382 
12, 117 
13, 444 
21,331 | 1956 

9,914 1957 

8, 745 1958 

7,179 


1953_.. 
1954___- 
1955__. 





TRANS WORLD AIRLINES 


edbes “ 120 
1947.... 7, 903 108 
1948____ 3, 706 (322) 
1949... > 833 (1, 131) 
) , 613 (95) 30, 584 
1951_... 3, 552 305 23, 982 
1952... , 371 512 58, 678 


30, 348 
14, 905 
23, 876 

8, 544 


1953__. 
1954__.- 
1955_..... 
1956 
1957... 
1958 


UNITED AIR LINES 





che.<aawe ; E 1953 
1947 __- , 62 5) , 953 1954_. 
1948 , 416 79) 22, 812 1955_. 
Reet a , ORS 1956 
1950 : 1957 
1951 1958 __- 
1952 


WESTERN AIRLINES 


UA his J ait, Es 136 7,916 SR cs ctcse 2, 792 138 4, 617 
1947. oa , 042 13 , 405 PEedescas< 705 455 6, 565 
1948 ‘ ‘5 205 15 3, 374 1955 Solas 136 51 1, 726 
1949___ 225 6 893 1956 . 2, 694 9, SLO 
1950... Z 137 23 . 197 1957 : S856 TOR 11, 152 
525 380) , 795 1958 2, 120 12, 822 
1962... 69 ys , OR2 


Source: Carrier reports to CAB. 


Mr. Duranp. Just to point up the story — tables tell, we have 


underscored each instance in which the carrier’s so-called ¢ apital gains 
exceeded $500,000. And you will note that in ‘all of these instances 
but one, the carrier spent more, as much as 50 times more on new equip- 
ment that year than its total realization from sale of old equipment. 

The one exception is Braniff in 1954, when the carrier realized 
$2,802,000 from selling old equipment, and spent only $985,000 on new 
equipment. But in the 2 preceding years, 1953 and 1952, Braniff 
spent $25 million on new equipment. So it is pretty obvious that 
what Braniff got in 1954 retirements went to help pay for equipment 
acquired as part of a 3-year program. 

And, while we are looking at the Braniff page, let us just see how 
that 3 years worked out for that carrier. During the 1952-54 period 
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Braniff paid out $25,995,000 for new equipment. In the same 3 years 
it realized $7,552,000 from selling old equipment. Those happened 
to be years when second-hand aircraft commanded abnormally high 
prices. So $5,027,000 of that was capital gains. 

Assuming tax at the 25-percent capital gains rate, Braniff netted 
$6,295,000, or just about a fourth of what it was laying out for new 
equipment. But if those capital gains had been taxed at the 52-percent 
rate, Braniff would have netted only $4,938,000 from sale of old equip- 
ment and so would have had $1,357,000 less to apply to new equip- 
ment. Quite conceivably, this could have meant that Braniff would 
have bought less new equipment. If so, the public would have been 
the ultimate loser. 

Thus far I have talked about the historic pattern. Now let us look 
ahead again. ‘The Cherington report, which I referred to previously 
and which was transmitted to the Congress on August 5, 1958, analyzed 
the financing of the airlines’ $4 billion jet reequipment bill. It was 
estimated that depreciation would provide $1.4 billion, that proceeds 
from sale of equipment might yield $300 million, that if—and this is 


a big if—the carriers make profits at 9 percent on invested capital, 
retained earnings might yield $500 million, that miscellaneous sources 
might produce $400 million, and that new capital—sale of stock or 
borrowings—would have to be relied upon for the remaining $1.4 
billion. 

With respect to realization from equipment retirements, the Cher- 
ington report had this to say: 


Proceeds from the sale of equipment have been estimated at $300 million, or 
somewhat in excess of book value at the time of sale. This estimate reflects a 
20-percent per year decline in aircraft prices as excess aircraft are marketed. 
At book value (residual value in most cases), the realization would be $162 
million. 

On this basis, the increased tax burden on the airlines under this 
bill would amount to just about $50 million. That is over the period 
from 1958 to 1962. That isn’t much money in comparison with the 
national debt or even with the annual Federal budget, but that is very 
important money in airline terms. It is more than the net profit of 
the entire domestic trunkline industry in any one of the last 3 years, 
almost twice as much as the 1957 net profit of $26,988,000. It is the 
money that could pay for 10 pure jets or 15 prop-jets. And, while 
10 jets is only one-fiftieth of the number of jets planned for airline 
service by 1962, let me remind you that only 10 jets can mean 3,900 
marines delivered from the United States to the Near East every 48 
hours. 

But, more importantly, this $50 million, or any other $50 million, 
can be a vital element in the overall jet reequipment financing pro- 
gram. As the Cherington report pointed out, after scraping the bot- 
tom of the barrel for funds available to them internally, the airlines 
would have to raise $1.4 billion by floating stock or borrowing. At 
that time—mid-1958—only about half of this sum had been covered 
by financing arrangements. Since that time there have been addi- 
tional committees and arrangements for outside capital, but the situa- 
tion still remains one in which the ultimate success of the program 
depends on lenders feeling there is reasonable prospect of the airlines 
repaying borrowed funds. 
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Most of the companies in this industry have borrowed to the hilt to 
finance the jets. For the industry as a whole, debt is running around 
50 percent of the capital structure, and for some companies it is going 
to be, for a while, at a peak of around 65 percent. Debt-equity ratios 
in these ranges are high for an industry with the risks and fluctuations 
characteristic of the airlines. Many financial experts believe that 
the optimum for this industry should be about 30 percent debt and 
70 percent equity, although recognizing, of course, that for brief 
periods, such as the peak of the jet reequipment, debt may run higher. 

And many of our lenders have indicated that, while they will go 
along with these high debt ratios for the time being, they expect. to 
see them reduced for the long pull. Under these circumstances there 
is great importance to any measure which makes nondebt money avail- 
able to the airlines. 

Proceeds from sale of equipment are an important source of non- 
debt money. And when any one of these nondebt sources, such as 
realization from equipment retirement, are lost or reduced, it cannot 
be assumed that the amount can readily be made up by a fresh trip to 
the capital markets for loans or equity investment. 

Moreover, many of the commitments that have been made are con- 
ditional. The lender will finally make the money available only if— 
and there are a lot of ifs that have to be met, in such areas as min- 
imum working capital, debt-equity ratio, and net worth. This was 
pointedly put by Mr. T. Carl Wedel, a vice president of the First 
National City Bank of New York, testifying in a recent Civil Aero- 
nautiecs Board proceeding : 

* * * T referred to our commitments to the airline industry as conditional. 
By this I meant that the ability of an airline actually to borrow the money 
available to it under its credit agreement depends upon its meeting the required 
debt-equity ratio test, and, in my opinion, no airline today has sufficient equity 
to meet this test for the full amount of its commitments from banks and insur- 
ance companies. Therefore, the belief that many airlines have already success- 
fully arranged for the money they will need to pay for their jet airplanes is 
fallacious since they have only arranged for it if they acquire during the years 
1958 through 1960 substantial additional equity capital. 

Against this background I think the committee can see why this 
industry is genuinely disturbed at the possible doubling of the tax 
burden incident to reequipment which these bills propose. We feel 
that our industry would be particularly affected by any such measure, 
perhaps more affected than most industries. And we feel that the 
ultimate loser would be the public and the national interest, to the 
extent that the bills, if enacted, would tend to impede the continuing 
reequipment programs of the airlines. 

The Cuatrman. Mr. Durand, I think this is a very interesting dis- 
cussion of the problems of the airlines in obtaining equipment that 
they will have to have in the future to keep from flying all of us in 
obsolescent. equipment. 

I have always been very much interested in what you do with these 
airplanes that are obsolescent. You have given us here the discussion 
of the amount of dollars that Braniff received from their sale. Who 
wants an obsolescent airplane ? 

Mr. Duranp. Let me say at the outset, Mr. Mills, that when we 
speak of obsolescence and obsolescent aircraft we certainly don’t mean 
to imply that they are not just as safe and just as serviceable as the 
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new ones, because the FAA—the Federal Aviation Agency—requires 
periodic inspection, maintenance, and overhaul at a terrific expense. 
When an airline gets rid of an airplane it is just about in the same 
good operating condition as it was when it was brand new. 

What we mean is that there is competitive obsolescence here. Air- 
line A puts a new, faster, more economical, more comfortable airplane 
into service. Airline B must get one right away or it will not have 
as many passengers. The leaders in the industry reequip and every- 
body has to fall in. 

The CHarrmMAn. Whom do you sell them to? 

Mr. Duranp. The smaller aircraft, the two-engine aircraft like 
the Convairs and Martins, find a number of markets. They are sold 
by the domestic trunklines to a number of local service airlines who 
can use them profitably on their shorter hops. 

The CrHarmman. For commercial purposes ? 

Mr. Duranp. For commercial purposes; yes, sir. A number of our 
local service airlines have both two-engine Convairs from the trunk- 
lines who have gone into the Electra, the turbine-power airplane. 
They are sold to corporations to be used as corporate transport air- 

craft. And they are sold in foreign countries. Now, the harder ones 
to sell are the four-engine airplanes like the DC-7 and the Super 
Constellation, because they are expensive and they are a sophisticated 
airplane to maintain and fly. 

The CHatrman. If you buy jets, though, you have to dispose of 
those ? 

Mr. Duranp. Yes, sir; we have to. Weneed the money. They go 
to foreign countries primarily. 

The Cuarrman. What I am trying to find out now is where you 
will sell these DC-7’s. You want to use the proceeds of the sales 
to help replace your equipment. To whom do you sell them ? 

Mr. Duranp. There is a market in the countries where the state of 
the art is not as advanced as it is here. - The market is in South 
America. 

The Cuatrman. There is not much market in the corporations ? 

Mr. Duranp. No, sir; they are too expensive. 

The CHatrMan. They are too long-range for the feeder lines to use ? 

Mr. Duranp. That is correct. 

We still hepe to make a little gain above the book value of the equip- 
ment. We are counting on that gain to plow back, to pay against the 
existing obligations. I think they can be sold. 

The Cuatrman. Do you ordinarily dispose of them in such a way 
that you have recovered your initial investment and they have realized 
a gain from the sale as well, or not ? 

‘Mr. Duranp. I think, while there have been certain years when 
gains were not realized, over the years airlines generally make some 
gain. That is, they sell it for a figure above book value. That has 
been due to two things. New aircraft are so very expensive that they 
tend to keep the value of these older but serviceable aircraft up. 
Secondly, inflation. The same airplane, if you could get it new, would 
cost 40 percent or 50 percent or more, than that airplane cost when 
it was purchased. We have had cases where DC-3 aircraft, which 
were the backbone of the airlines for many years, it cost more to con- 
vert them from the use of one airline to another by putting in new 
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floors and new seats, it cost more to convert them than the airplane 
cost When it was new. 

So I say, generally speaking, there have been capital gains realized 
which have been plowed back. 

The CHatrman. In the salé of airplanes, I guess from what you 
say, we have allowed depreciation deduction that operates to reduce 
costs more rapidly than the cost drops in the marketplace. Is that 
statement fair or not ¢ 

Mr. Duranp. Yes, I guess you could say that. 

The Cuairman. Or have we done it by design—I am not saying 
it should not have been done, but has it not been done to some extent by 
design in recognition of the fact of this obsolescence point and the 
changes that are occurring in modes of aircraft transport. 

Mr. Duranp. Yes, sir. I think our depreciation is based on com- 
petitive obsolescence rather than erosion in the normal sense of the 
term. 

The CuarrMan. Rather than in the usual wear and tear 

Mr. Duranp. That is right. 

These assets are not worn and torn. They are excellently maintained 
at all times to high Government specifications. 

The Cuarrman. Mr. Keogh. 

Mr. Kroau. As I understand your testimony, Mr. Durand, one of 
reasons that you get as much on the sale of these older aircraft is that 
they are in very good shape. 

Mr. Duran. That is correct, sir. That is one reason. 

Mr. Krocu. And they are maintained in good condition because of 
the requirements of the Government and the requirements for the 
maintenance of them. You expense your maintenance, do you not ? 

Mr. Duranp. Some maintenance is expensed, yes. 

Mr. Krocu. Some is? What maintenance is not charged off as an 
expense of doing business ? 

Mr. Duranp. I think some maintenance of major category and class 
is written off- 

Mr. Kroon. Pp ardon me. 

Mr. Duranp. Well, some engine overhaul which would tend to dis- 
tort your earnings picture for any one year is written off over, say, the 
life of the overhaul, a certain number of hours, which may take it from 
one year to another year. 

Mr. Kroc. My point is that. you do make every effort to take as 
business deductions the cost of maintaining the aircraft. 

Mr. Duranp. That is correct ; yes, sir. 

Mr. Keocu. Then, when you sell that which is maintained in usable 
form, you think you should be entitled to charge any profit as a capital 
gain even though you have already deducted the expense of maintain- 
ing it. Is that not it ? 

Mr. Duranp. Well, I perhaps overstressed the element in th price 
represented by the maintenance of the equipment. We have found 
that, because of the inflationary spiral that we are in, that aircraft 
with what they call high time on them—that is, it has been a consider- 
able period of time since the engine was overhauled and the airframe 
was overhauled—have brought almost as much as those fresh out of 
the shop with the engine overhauled and the airframe completely over- 
hauled. I was not trying to get the idea across that an airplane has 
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just come out of the shop, with the engine overhauled and the airframe 
overhauled, that most. of its value is beeause of that maintenance. 

There is an element that everyone knows, if you buy an airline air- 
plane it is a good airplane. But the main element of cost is that it 
costs so much more to buy a new airplane of that make than it did 
when that one was new. In other words, the element of inflation is by 
far the most important one. 

Mr. Kroeu. I do not want to extend the discussion any longer, but 
you will have to concede one of the elements of the increased cost of 
replacements is the result of the improved design and construction. 

Mr. Duranp. Yes,sir. There aretwoelements. The jets cost more 
because theyare better, faster, fancier. But we don’t have to rely on 
that test to determine what is the effect that inflation has, because we 
have had actual instances where a DC-7 cost X dollars in 1953, and in 
1956 it would be X.7 dollars or two X dollars. It is exactly the same 
airplane. So it is inflation entirely there. 

The Cuarrman. Mr. Boggs? 

Mr. Boces. This is a question which might more properly be 
directed to some of your engineers, but you are talking now about 
supersonic planes, are you not ? 

Mr. Duranp. They call them Mark IIT. 

Mr. Boces. You are just now beginning to get delivery on the 
DC-—8’s, are you not ? 

Mr. Duranp. Yes, sir. 

Mr. Bocas. Have any American aircraft builders begun to design 
the Mark ITT? 

Mr. Duranp. I don’t think they have for commercial use, sir. 

Mr. Boaes. When do you anticipate we will be flying commercially 
in Mark IIT? 

Mr. Duranp. Mr. Boggs, I think that is covered in Chairman Dur- 
fee’s letter from the Civil Aeronautics Board. 

Mr. Boces. Just tell me when. 

Mr. Duranp. This is just from the top of the head, sir, but I would 
say in not more than—possibly around 8 or 10 years. 

Mr. Boces. This plane will make 2,000 miles an hour, maybe more ? 

Mr. Duranp. Yes, sir. Somehow, Mark II got out. We are flying 
Boeing and DC-—8’s close to the speed of sound. That is Mark I. “The 
next airplane will be Mark III, which is three times the speed of 
sound, or 2,100 miles an hour. 

Mr. Boces. Now, the DC-8 is just below the speed of sound? 

Mr. Duranp. Yes. 

Mr. Boaes. Does this go on ad infinitum? After you get to 2,000 
miles, what happens? 

Mr. Duranp. You are getting way beyond me, sir. I have never 
heard of any end of this projection. I don’t know where the end 
will be. 

Mr. Bocas. So that the projection is missiles in space. 

Mr. Duranp. I suppose. 

Mr. Boees. I say all this because it seems to me that your problem, 
without trying to get into very difficult technical tax questions, is a 
unique problem. We are in a competitive situation with the Soviet 
Union in this race for space, and the commercial airplanes are very 
much in that situation. Is that not so? 
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Mr. Duranp. Yes, sir, that is so. Our chief competititor is Aero- 
flow, the Russian airline. It isa unique animal. In Russia all avia- 
tion, all civil aviation, private flying, commercial flying, airports, air 
navigation aids, all is under one corporation. 

Mr. Boces. It is a government monopoly. 

Mr. Duranp. It is a complete government monopoly. It does not 

have to worry about taxes, it does not have to worry about profits. All 
it has to worry about is saving the head of the government, that it is 
catching up or getting ahead perhaps, because, after all, ‘their jets 
came over here long before ours went over there, getting ahead of 
American air transport, because we were the world leader. I suppose 
we still are, but we are the one that they are targeting on. That is 
right, sir. 

Mr. Boces. Getting back to the question directed to you by the 
chairman, this word “obsolete,” when applied to aircraft, ‘has a little 
different connotation than when it is Bren: to a piece of machinery. 
Is that not so? Take a DC-7; it is only obsolete because there is a 
new instrument more efficient than the DC-7. 

Mr. Duranp. That is right. 

Mr. Boges. But the DC-7 itself is a very efficient and very safe air- 


craft, is it not? 


Mr. Duranp. Absolutely, sir. It isa very fine aircraft. 

An even more striking example i is the DC-3 which the airlines had 
in service since about 1937. That is over 23 years. They have 
passed perhaps through the hands of two airlines and are now in the 
hands of local-service airlines which find them very useful for short- 
haul operation. 

Mr. Boges. And also are in the hands of local companies and pri- 
vate business firms. 

Mr. Duranp. Yes, sir; many of them are. 

Mr. Boces. This gets more difficult, though, as you get into larger 
aircraft. The DC-3 lends itself to a private corporation, to a sub- 
stitute plane, but the DC-7 becomes something more substantial than 
that, does it not? 

Mr. Duranp. Yes, sir. I know of no company except, I think there 
was the Arabian Oil Co. which had a number of big four-engine trans- 
ports running a private airline for good reasons between this country 
and their oilfields in the Near East. That is the only one I know of 
that has been able to use these big four-engine airplanes. 

Mr. Bocas. It has been more difficult for me to comprehend a pri- 

vate market for the 707 or DC-8, but there will probably be. 

Mr. Duranp. We hope so, sir, because we need whatever net capital 
gain we can get out of them to plow back into our purchase of new 
equipment. 

Mr. Boees. That is all. 

The Cuarrman. Any further questions? 

Mr. Byrnes. Mr. Chairman. 

The Cuarrman. Mr. Byrnes. 

Mr. Byrnes. These charts that you have here attached to your 
statement, exhibit F, that first column there “Retirement of property 
and equipment.” Are the figures in that column the book value on 
the date of retirement ¢ 

Mr. Duranp. No, sir. That is the gross proceeds from the sale. 
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Mr. Byrnes. The last figure in the capital gains there would be the 
book value. I gather your parentheses under ¢ apital gains is a loss? 

Mr. Duranp. Yes, sir. 

Mr. Byrnes. Let us take 1948 then for American Airlines. Really 
the book value of this property was 

Mr. Duranp. $378,000. 

Mr. Byrnes. $2,223,000 was the book value of the property dis- 
posed of. Is that right? 

Mr. Duranp. Let me see, Mr. Byrnes. 

What this means is that in 1948 American realized, American took 
in $371,000 from the retirement of aircraft. 

Mr. Byrnes. I am talking about exhibit F. You must be on a dif- 
ferent exhibit. 

Mr. Duranp. I am sorry, sir. I was on Capital for some reason. 

Mr. Kreocu. Which page is that? 

Mr. Byrnes. Page 1. 

Mr. Duranp. I have it now. 

Mr. Byrnes. In that column when you say retirement of property 
and equipment, is that figure there the book value of the property 
retired ? 

Mr. Duranp. No,sir. That is the proceeds from the sale. 

Mr. Byrnes. So in 1948 the gross sales were $2,465,000, with a 
capital gain of $242,000. So the book value of that property was 
$2,993,000? 

Mr. Duranp. That is right. 

Mr. Byrnes. I have found your statement very interesting as far 
as the problems of these airlines are concerned, in keeping up with 
very heavy capital expenditures, but I have trouble in understanding 
why you should be able to take ordinary loss when you have a loss on a 
sale, and capital gain when you have a sale with a gain. I am wonder- 
ing if you can justify the distinction and what your attitude would be 
toward changing your loss to ordinary loss ? 

Mr. Duranp. “Speaking personally, I have not, of course, cleared 
this point. Generally speaking, our experience in selling aircraft has 
been good for reasons quite beyond our control. 

I think, for the purpose of trying to retain as much of this gain, 
taxwise, as we can, 75 percent of it, we would agree that gains and loss 
should be treated comparably. This is my own personal opinion. I 
am not speaking for our own member airlines. 

Since we wish, if we possibly can, to preserve as much of this gain as 
possible to plow it back into new equipment, and since we generally 
have gains, we would not object to the removal of this inconsistency. 

Mr. Byrnes. What is the normal period used by a trunkline in its 
main service operation of these planes that we have been referring to? 

Mr. Dvuranp. It averages out, Mr. Byrnes, I think, around 7 years. 

Mr. Byrnes. Take, for instance, American Airlines, the sales of 
the equipment, limiting it to the aircraft, let us say they sold in 1948. 
On the average, how long would they have had that equipment actu- 
ally inservice before they disposed of it ? 

Mr. Duranp. The lives of different planes vary. The 2-engine air- 
planes seem generally to be serviceable for longer periods of time. 
The DC-7 I spoke of came into service in 1953, and we are here in 
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1960, and it is rapidly going out. So that is a 7-year life. I think 
that would be reason: ibly typical for the comectic ‘trunklines. 

Now your smaller airlines, local-service airlines, have used and are 
using DC-3 for probably a longer period of time because there is not 
a replacement aircraft available. 

It depends on what comes along. 

Mr. Byrnes. You were giving evidence that this thing was coming 
along awfully fast, you had to modernize to keep up. You have 
super-Constellations, and then something else comes along right away 
and you have to move into that. 

[ was wondering if you could generalize in your experience how long 
this equipment normally stays in service before, from a competitive 
standpoint, you have to get rid of it and convert to something more 
modern. 

Mr. Duranp. We can look at it this way: since the end of World 
War II about 15 years have elapsed. Since that time we have gone 
through, the major airlines have gone through four complete reequip- 
ment programs, and are now on their fifth. That considerably short- 
ens the 7 years I spoke of with the DC-6’ 

That is about the best answer I believe I can give you. We don't 
write them off that fast. 

Mr. Byrnes. Five or six or seven years ? 

Mr. Duranp. Yes, sir. 

Mr. Byrnes. Now you mentioned that inflation is a big factor. 
How much inflation have we had since 1952 to 1958 as far as airplanes 
are concerned ¢ 

Mr. Duranp. I can’t give you a total dollar figure. I can give you 
some examples. 

Mr. Byrnes. You bought planes in 1952; they became obsolete and 
you got rid of them at least by 1958. I am wondering how much 
inflation was really a factor in changing the cost of the new planes 
as against the old pl: ines you bought in 1952. 

Mr. Duranp. I think the best w ay to answer that is not to refer to 
the increased cost of new types of airplanes, because that gets mixed 
up into a larger airplane and a better airplane. So let us just look 
at what the various costs were for precisely the same kind of airplane. 

The Lockheed Constellation, the first service, which went into airline 
service about 1946: that same airplane cost $834,000. In 1950, to buy 
the Lockheed Constellation, the same model, it was $1,110,000. The 
DC-—6, similarly, was $705,000 in 1946, and the DC-6 was $1,029,000 
in 1950. 

Mr. Byrnes. Could you not give us something during the period of 
the last 7 or 8 or 9 years, though ? 

Mr. Duranp. I cannot at this time. 

Mr. Byrnes. Any change that takes place today is not picking up 
1946 and 1947. You have already written them ‘off; you have your 

capital-gains treatment on them. 

I gather from your testimony it is the equipment that you bought 
in 1952 and 1953 and later that would be affected by any change we 
make in the law now. 

Mr. Duranp. It is likely to be the DC-7, the super-Constellation 
and Viscount, later models. 
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I cannot answer your question now. I think I can get that infor- 
mation. I would be very happy to supply that to the committee. 

Mr. Byrnes. I think it would be very helpful to the committee, on 
the point that you have made, that there is a big inflation factor in 
here, the mechanics we have of taking care of it is to give you a 

‘apital gain. 

Mr. Duranp. We feel that definitely is the case. I will undertake 
tosupply that information tothe committee. 

Mr. Byrnes. I have some difficulty in understanding how in the 
aviation industry there can be that big inflation between 1952 and 
1959 to make the difference between the costs of planes then and now 
as you allege in your testimony. 

Mr. Krocu (presiding). Any further questions? 

Mr. Curtis from Missouri. 

Mr. Curtis. Mr. Byrnes has asked questions along the lines that I 
wanted to ask. I was wondering if you could not take the DC-3 as 
anexample. Isthat still in production ? 

Mr. Dvranp. No, sir; I believe it is not. I don’t think they are 
making the DC—3’s any more. 

Mr. Curtis. Do you know when they went out? You took that case, 
1956, and compared a DC-—3 cost in 1952 on two items, one in 1953, 1952, 
and 1956. Secondly, the secondhand DC-—3 in those 2 years. I think 
what you are suggesting is inflation in a period when there has not 
been, generally speaking, inflation. You have had a good price sta- 
bility since the period of 1952 or 1953. 

If there has been a phenomenon in your industry of price increase, 
perhaps it is from something else. Is it not true that as a new 
airplane becomes acceptable from the standpoint of safety in the 
public mind and so forth, that there is just a natural increase in 
value? 

If you bought a plane and it did not prove out to be so good, I dare- 

say it would not have the value. If you have used a plane successfully 

in the public’s mind, it becomes acceptable like the DC-3, I would 
imagine that there is a real increase in value. In that case it is not 
inflationary ; it is the fact that there has been a natural increase in 
value. 

Mr. Dvranp. Sir, I think that would take place over a fairly short 
period of time. It is what we call the public acceptable of: an airplane. 
You know that pretty quickly 

Mr. Curtis. By that you mean a couple of years ? 

Mr. Duranp. No; a shorter time than that. I would say a period 
of shorter than a year. You know if you have bought the right air- 
plane or not. From then on you are getting closer to the time that 
better ones will come and so the value will go down. 

Mr. Curtis. It strikes me that you have an unlimited situation in 
your industry that you are weighting something as being inflationary. 
Inflation is usually thought of as a monetary condition. It exists 
through and you have the situation where there is ar demand 
than there is supply. That may be the reason far the DC—3’s cost. 

They have gone out of production and there is still a cy demand 
for them. That may be one of the troubles; they have gone out of 





production. It suggests a number of things which are unrelated to 
the problem before us right here. I would think you are arguing 
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yourself out of court on this proposition because you have done very 
well with your investment. 

Far from being a factor that it is a troublesome thing, it has been 
very beneficial to the aviation industry in being able to go ahead and 
finance. 

Mr. Dvurawnp. That is right, sir. We have relied heavily on proceeds 
from the sale of retired aircraft to finance new ones. The only trouble 
has been that the industry has had to keep turning over its invest- 
ment. 

Mr. Curtis. Yes; but I am going to get to that right now. You 
are talking about advancement and progress. I wonder why that 
should not be financed in another way rather than an attempt to make 
the tax laws, in fact, a subsidy. You point out on page 11 of your 
statement the amount of dividends that you pay in relation to the 
amount expended. What has been the increase in equity value of 
your shares in the industry with all this plowed-back earnings, inter- 
nal financing, and so forth ? 

[ notice on your financing in exhibit E, for a period of 11 years only 
8 percent has been financed through new equity issues. That does 
not sound like a very good ratio for a growing industry. 

Why haven’t you financed more from new equity stock ? 

Mr. Duranp. I can assue you it is not because the industry would 
not like to do it that way. 

Mr. Curtis. Wait. Isn’t it? Certainly there has been a market 
for equity issues. 

Mr. Duranp. I am not a financial man, sir, but I have talked to 
financial men in the industry. They point out to me on the basis of 
the earnings which the Civil Aeronautics Board let us earn—you see, 
we cannot price our product the way we want 

Mr. Curtis. Let us get the yield. What has been the increase in 

value of one share of TWA stock over the period of this time, 11 
vears, or whatever the period of earnings was? There are two ways 
of looking at the stock. One is its yield from dividends. The other 
is its y ield from capital-gain increase, an increase in the equity. 

I am curious to know how well those who made the original invest- 
ment have been doing. That may be the reason—I am not saying it 
is, but it could easily be the reason—why you did not finance more 
through new equity issues. Certainly from a tax standpoint it is an 
advantage to borrow the money or plow it back as retained earnings, 
which to me is one of the real arguments for having stock dividend 
credit and going on further to encourage more equity financing. 

I fully appreciate those who are already in derive tremendous ad- 
vantage from internal financing and bank borrowings. 

Mr. Duranp. I do not have the precise information you have asked 
for, sir, but I shall be happy to supply that for the record. 

Mr. Curtis. I would like very much to get it inasmuch as your 
whole case is being presented on the basis of financing. Nowhere do 
you mention this very important question : What has been the increase 
in the value of your equity shares over this period of time ? 

Mr. Duranp. I will get that information, sir. As I say, all I have 
is a reaction that I cannot base on any precise facts that there has not 
been a great increase; that we have not financed by debt because of 
choice, but have been compelled to do it. 
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That is the concern I constantly have in the industry, that our 
debt-equity ratio is getting too long in favor of debt. We would like 
to sell more stock. We do not want to borrow money because the fixed- 
interest charges are a dreadful handicap, but we cannot do it. That is 
all I can say, but I will get you the information. 

Mr. Curtis. I will appreciate that because if that is so, it will be 
quite interesting. One of the questions I was going to ask is that on 
page 13 you state airlines can finance internally $2.6 billion. For the 
remaining funds they will have to rely on $1.4 billion stock or bor- 
rowings. I wonder what could be so wrong about new stock issues? 

I am very much interested in finding out whatever information there 
is as to why new equity issues cannot be floated. It seems to me that 
is where you should be doing a lot more financing there. 

Mr. Duranp. I think the answer is that we do not have an attrac- 
tive-enough earnings picture to be able to engage in equity financing. 
The Civil Aeronautics Board has held fares down, our expenses have 
been so high, our expansion costs have been so great that we cannot 
attract investment; we cannot attract equity investors. 

Mr. Curris. That would be answered by comparisons of the value 
your shares were in 1946 in comparison with 1960. If they have been 
increased, say, 4 to 1, and I am not suggesting that there is an increase, 
I do not know, but were it something like that, I suspect you could 
float an equity issue. 

Mr. Duranp. I will supply that information, sir. 

Mr. Keocu. Mr. Alger. 

Mr. Aucer. Mr. Durand, I want to say to you that while many up 
here, at least myself, are sympathetic to the depreciation, that is not 
what we are talking about. We are talking about only one facet 
right now, where the depreciation has been taken, but the equipment 
has not depreciated. Now, are you saying you want to open the whole 
field up? 

Mr. Duranp. What we want is to be able to retain as much of the 
capital gain that we realize from the sale of equipment as we can. 

Mr. Avcer. Of course you do. But what has this to do with this? 

Mr. Duranp. Because you are going to take not 25 percent of it 
away, but 52 percent. 

Mr. Acer. But only after you have depreciated it. Maybe it is my 
ignorance and I will lay claim to that right away, but I think you are 
talking in terms of replacement of equipment. Mr. Scribner and 
others this morning were not talking about replacement of equipment. 

I am for you. If you want to bring this matter up, I am for you. 
But that is not what we are talking about here today as I understand. 
I am sympathetic to everything you say, but it does not have any bear- 
ing on what we are doing right now except as we might get into the 
argument later on changing the whole depreciation setup. 

Mr. Duranp. Actually, many witnesses here have spoken of more 
flexible depreciation. That is really not our problem. Our prob- 
lem is that we need to retain as much as possible of the proceeds 
from the sale of equipment so that we can plow it back into new 
equipment. 

Actually, even to facilitate our oe conversion programs, 
what we probably need is a provision that says that if you reinvest 
gains from the sale of equipment in other equipment, the tax on that 
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is deferred, there is no tax at all, you plow it back, there is not even 
a capital-gains tax. 

But we do not want to lose the 75-percent cushion that we have 
under present, law in the capital-gains arrangement because so much 
of our “gain,” and I use that word in quotes, is the result of the in- 
flation in the price of equipment. We are paying a tax on phantom 
profit. 

Mr. Arcer. [I know what you said, Mr. Durand. I do not know 
that inflation figures in this. 

Mr. Krocu. Any further questions ? 

Thank you very much, Mr. Durand. We appreciate your being 
here. 

Our next and final witness of today is Mr. Maurice E. Peloubet, 
of New York. 

Give your full name and address, and other vital statistics, to the 
reporter. 


STATEMENT OF MAURICE E. PELOUBET, CPA, POGSON, PELOUBET & 
CO., NEW YORK, N.Y. 


Mr. Petousrer. My name is Maurice E. Peloubet. I am a certi- 
fied public accountant practic ing in New York City, partner of the 
firm of Pogson, Peloubet & Co. 

Mr. Kroau. You are rec ognized, but before you begin your formal 
statement, I hope my colleagues will not mind my mentioning to you 
that when the chairman returns, I am under compulsion to y be at a 
meeting which was scheduled to start 17 minutes ago. 

If I cannot be here when you complete your statement, I would 
ask to make sure there is in the record of your testimony today the 
Ba | information : 

Recalling your testimony before this committee in January 1958 
on the subject matter of depreciation, I wonder if you would bring 
the committee up to date with respect to your thinking on the subject 
of that testimony. You will recall that was on the reinvestment 
reserve. ’ 

Mr. Pevovuser. Yes. 

Mr. Krocu. And whether you would be good enough for the record 
for me to describe how that method operates and what, if any, effect 
on the revenue that might have. 

I think the record probably would be better if your prepared state- 
ment were submitted now. 

Mr. Petovser. All right. You suggest a prepared statement to 
go into the record ? 

Mr. Krocu. No. If I were here when you finished your formal 
statement, I would have asked you then the questions I have put 
to you now. 

Mr. Petovuset. Now you want me to answer them when the pre- 
pared statement is over? 

Mr. Krocn. Yes. 

Mr. Prtouser. Would it be possible for me to appear tomorrow 
morning? It is very late and there are not very many witnesses 
tomorrow. 
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Mr. Keocu. Unfortunately, Mr. Peloubet, the calendar for tomor- 
row has been made up, in addition to which it is further complicated 
by the necessary appearance of a number of the members of the com- 
mittee before the Rules Committee on two important bills that they 
have scheduled. So, realizing the difficulty of the hour, we would 
be very much obliged if you “would give us your testimony. 

Mr. Pevovuser. All right; I shall proceed. 

I might say that ev erybody that has been working on this subject 
is pleased to see that the urgency of depreciation reform both in ad- 
ministration and in the determination of useful life has been recog- 
nized by the President in a budget message, by the Secretary of the 
Treasury, by the Senate Sm: all Business Committee last July, by 
Vice President Nixon at Harvard in 1958. 

I think in all these hearings it was recognized that if any proper 
method of depreciation reform was adopted, there would be the 
necessity or the reason for repealing at least in part section 1231, 
which has been discussed today. 

Now, our present proposal, if we take Senator Anderson’s letter 
to Speaker Rayburn as part of the proposal, says in effect that we 
want to have section 1231 repealed in part and we want to do what 
we can to improve the administration of the depreciation deduction 
and, in effect, to liberalize it so far as possible. 

With taxpayers, most of their contacts are with revenue agents 
and their immediate supervisors. Some people have said that when 
you talk about tax administration, the taxpayer deals with the police- 
man on the beat rather than with the Supreme Court; he deals with 
the revenue agent. And the measure of success of any administrative 
reform will be the way it permeates down to the taxpayer, par- 
ticularly the small taxpayer. 

As was brought out this morning, I think by Mr. Byrnes and 
others, the large taxpayer is not at such a great disadvantage. He 
has his lawyers, he has his accountants. The small taxpayer may 
not have advice, he may not even know he needs it. 

So I would say the success or failure of any program of this sort 
depends on how far down you can get to the indivi vidual taxpayer. I 
hope that if there are any specific reforms contemplated, of course 
Mr. Scribner did not tell us about any specific reforms, but if there 
are any, I hope that they are successful. 

But I do not feel sure that they will be. Now, in the hearings 
in November 1959, we had three types of reform suggested. One 
group were methods that to some extent, in some way, recognized in- 
flation. Another type were methods w hich called for shorter lives, 
improvements there. The third proposal was some type of allowance 
when the property was purchased. 

No matter how effective the reforms of the Treasury may be, they 

can only come in the second of these categories. The Treasury cannot 
do anything except adjust lives. It is impossible by the statute for 
them to do anything to recognize inflation or to give any initial 
allowance, 

I think it is also a great question whether the Treasury is not very 
much circumscribed in the possibility of even granting shorter lives, 
because we have right in the code the statement that we shall have a 









REVISING TAX ON SALES OF PERSONAL PROPERTY 93 


reasonable allowance for exhausion, wear and tear, and parenthetical 
reference to obsolescence. 

[f we had some method of shorter lives, like the Canadian method, 
we would have to drop to a considerable extent the idea of physical 
wear and tear and we would certainly have to change completely the 
view of the Treasury on obsolescence because, in effect, obsolescence 
is not recognized because it is only recognized when it happens, and 
when it happens it is not obsolescence; it is obsolete. Obsolescence is 
a process of becoming, growing. 

So that the limitations on what the Treasury can do are pretty tight. 
However, I would not say that because of this, these two bills should 
not be passe «<1 when they are corrected for all of the technica] defects 
which have been brought out this afternoon. 

I have several points on that in my statement, but they have already 
been covered. We know that there are a number of technical defects 
in the bill as drawn. But assuming that those could be corrected, then 
I think if we had some kind of liberalization program—maybe not 
going all the way, but at least something—then we might pass these 
bills because they would certainly make administration simpler for 
both the Treasury and the taxpayer. 

When I prepared this statement I prepared it on the assumption 
that the Treasury was going to give us something a little more definite 
than it did. I must say that I was disappointed. I thought we would 
get something from the Treasury that we could put our teeth into, 
and we did not. But if we could get something like that, then I say 
let us pass the bills properly corrected. 

If anything of that sort were to be done, it is incredible that the 
Treasury would do it without some idea of the budgetary effect. I 
think we should go into that to some extent. 

In my testimony in November I tried to indicate that there should 
be no substantial loss of revenue by a properly administered deprecia- 
tion deduction. And I tried to prove that by our own statistics of 
how much tax revenue was generated by the injection of income into 
the income stream. In other words, if additional depreciation were 
allowed, if the additional allowance had to be invested, how much tax 
would be generated? And the Treasury statistics indicate you would 
get about $26 out of $100 of additional spending. 

Obviously, on every $100 of new allowance we would lost $52. 
Therefore, if you had some arrangement whereby you had to spend 
at least twice as much as the allowance, we would come out even. Now 
most calculations indicate that on any type of depreciation reform you 
would spend, instead of spending $200 and having $100 extra allow- 
ance, it would be closer to $125. Those calculations I don’t think were 
very persuasive to this committee. For some reason they seemed ex- 
tremely persuasive to the Senate Small Business Committee last July, 
and the Senne committee went on record in their report of January 7 
that they were satisfied there would be no loss. The Ways and Means 
attitude got me a little disturbed, and I tried to think of some other 
method of proving that there w ould not be any revenue loss by other 
means than from the U.S. statistics. 

Now we all know that in an economic problem like this you can’t 
have a controlled experiment the way you can in a chemical labora- 
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tory, but I think we have something that is fairly close to that. Can- 
ada is probably the closest type of country that there is. It has about 
the same climate; its resources are not too different, the people are 
somewhat the same. It is a developing country. So I made quite a 
study of the effect of liberalized depreciation in Canada. 

In Canada they started to liberalize depreciation in 1946, and they 
put their full program into effect in 1949. There is a chart that shows, 
cumulatively, the effect of the Canadian liberalization. If you will 
look here, you will see that there is the curve of corporate profits. 

Now the green line is the curve of depreciation. The red line is 
the actual tax li: ability. Just to eliminate the effect of rate changes, 
there is another line at a constant rate. The gap between the tax and 
the profits stays about the same. Also, both the profits and the taxes 
grow. Now we were told, have been told by various people, that if we 
had a liberalized depreciation we would have the unhappy choice of a 
higher tax rate and liberalized depreciation or less revenue and liber- 
alized depreciation, or leave it as it is. 

I think the Canadian experience indicates that that just is not so. 
The higher depreciation generated more than enough income to take 
care of itself. 

Now I have another chart here that shows the same thing year by 
year. There we have a profit line. The depreciation curve sweeps up 
almost steadily. There is a little jog there in 1958, and there 1s the 
line for tax liability. They got the taxes they wanted. They didn’t 
have any reduction in profits. I don’t have it as a big chart, but in the 
testimony there is a chart of capital growth, and it shows that the 
capital growth in Canada was even faster than the growth of profits. 

Not much of that capital growth is foreign investment. The bulk 
of it was either domestic Canadian investment or retained earnings. 
So that I think the Canadian experience shows conclusively that more 
depreciation gives you more profits, gives vou more taxes, gives you 
more growth in the economy, just as our own statistics showed us in 
the 1959 testimony. Therefore, I think that we have in Canada prac- 
tically an object lesson or a forecast of what would happen if we 
liberalized here. These, as you can see, are all made up from Canadian 
Government figures. There is nothing in there that does not come 
from a Canadian Government source. 

Now this is not a flash in the pan. This is the result of 15 years 
of experience in Canada. I made some inquiries and I listened 2 
years ago to a talk by a Canadian tax authority at the Tax Institute 
at Princeton. I have friends in the legal and accounting profession 
in Canada and I have made inquiries. They all say that there is no 
suggestion that anybody wants any change. The revenue authorities 
do not want any change, the taxpayers don’t want any change. 
Everybody is satisfied; they are satisfied that the system encourages 
growth. It is flexible enough and Mr. Barlow gave you some de- 
scriptions of how it works. 

It is flexible enough. I don’t say it is ideal. As a matter of fact, I 
prefer the reinvestment method but it is a workable system and it 
does show quantitatively that the amount of depreciation helps the 
economy, does not hold it back, and does not have any adverse ede: 
etary effect. 

Furthermore, as you gentlemen know probably better than anybody 
in the world, we have not been able to reduce the corporate tax rate 
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since the Korean war. Every year it goes down to 47 percent and then 
it pops right up again to 52 percent. 

The Canadian authorities have been able to reduce their rates. The 
Canadian rate schedule is somewhat complicated—I have a chart on 
that—but I also calculated a total effective rate and the Canadian 
effective rate has gone down from about 50 percent in the Korean 
war to just under 44 percent now. 

Our effective rate is over 45 percent which we have not been able 
to reduce since the Korean war. I think that is a pretty good answer 
to the dilemma of “Do you want higher taxes and more depreciation, 
or vice versa?” I don’t think there is a choice like that. 

The chairman does not want repetitious testimony and I certainly 
do not intend to give any. 

What I wanted to do here was simply to indicate that I realized 
the administrative benefits of getting away from the capital-gain 
positions. I realize that as these bills are drawn they have technical 
defects which I imagine are not too difficult to cure. But I do think 
that in what seems to me to be a virtual absence of any effective Treas- 
ury program for liberalization, that we should go slowly with them 
and consider whether we can possibly do something about the problem. 
We have this Treasury questionnaire going out, it will take 6 months, 
8 months. No one knows how long it will take to get those results. 
I think we have the results now. We have been working on this a 
long time. It seems to me that a trial bill to see how it would work 
might be a good idea because amortization has run out. 

We talk about the 1954 improvements with the double declining 
balance. As that has just about taken the place of amortization, we 
have no total advantage. We still have this $90 billion of obsolete 
machinery around our neck, which is the best proof, total proof, that 
the Treasury does not recognize obsolescence and that our rates are 
inadequate. If our rates were adequate, if they recognized obsoles- 
cence, we would not have $90 billion of obsolete machinery. 

Now Mr. Keogh asked me to repeat again the basis for the reinvest- 
ment depreciation method. Briefly, that is a method of recognizing 
inflation in arrears and without the recovery of more than 100 percent 
of the dollars that were invested. 

The way it works is this. When depreciable property is retired, 
the cost in the dollars of the time the machinery was acquired is trans- 
lated into current dollars by an index. Mr. Keogh’s bill provided for 
the Secretary of the Treasury to determine the index somewhat in 
the same way that the department stores index are determined for 
LIFO inventories. He determines this index. He says here is some- 
thing that cost $100,000 15 years ago, the dollar has gone down to 50 
cents, so that the equivalent of that is $200,000. 

Now, if $200,000 is spent for depreciable property, the $100,000 
which should have been taken care of over the period is allowed when 
the property is retired, when the money is reinvested. Thereby, the 
taxpayer gets the money when he needs it. 

The fact that he has overpaid the taxes in the past years is not so 
serious, he did not have to have the money then, he needs it now to 
reinvest. At that time, the basis of the property goes back to $100,000 
and that is depreciated. It is something lke the LIFO method, but 
it does give you your inflationary increase at the time you need it to 
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invest in your new property and it has the further advantage that it 
does not penalize the company that has a large backlog of old property. 
That is why it would help to cure the big burden of obsolescence. In 
Mr. Keogh’s bill, which is the basis of reinvestment depreciation, there 
are car ry forwards and there are other details covered, but that is the 
essence of it and I think it is a more workable method than any other. 
I think any of the methods are helpful, but I think this is better 
because it is automatic, it does not discriminate either for or against 
the new enterprise or the old one, and it does recognize inflation as 
far as we can without having more than a 100-percent recovery. 
Obviously, the plant now in use is undervalued and is not being 
depreciated enough. But when you dispose of it you get the differ- 
ence. So that as a practical method it seems to be about as good as 


-“y of them. 


‘he revenue effect I think we have already discussed. I think the 
revenue effect should be just like that of any other method of in- 
creased depreciation, and the main advantage of the reinvestment 
depreciation method is that the extra allowance must be invested in 
cullen to get the allowance. 


I think, gentlemen, that is about the story. 
(The statement referred to follows :) 


STATEMENT BY MAuRIcEeE E, PELOUBET 
The fact that the urgency of some sort of depreciation reform, in both ad- 
ministration, and in the determination of useful lives for Federal income tax 
purposes has been recognized by the President in his budget message, and by 
the Secretary of the Treasury in the recommendation for the passage of the two 
bills which are the subject of these hearings, is highly gratifying to those of us 
who have been interested in depreciation reform for a long time. The Secre- 
tary of the Treasury has also, I understand, initiated other activities and 
projects in his department having to do with the depreciation problem, and it 
is hoped that these will result in some more comprehensive recommendations for 
legislation in the near future. Another important official action in this field 
was the issue on January 7 of this year of a report of the Select Committee on 
Small Business of the Senate in which the nature of the problem was outlined 
and the necessity for action and reform emphasized. 

In this report and in the testimony of most of the witnesses who appeared 
before this committee in January 1958 and November 1959 on the subject of de- 
preciation, the difficulties of administering those provisions of the Revenue 
Codes covered by the two bills under consideration were recognized by prac- 
tically all witnesses and it was generally agreed that the revision of this section 
was an essential part of any program of depreciation reform. 

The present proposal, if we consider Secretary Anderson’s letter of February 
12 to Speaker Rayburn as part of the general proposal, follows along the same 
lines. Secretary Anderson outlines a reform of depreciation administration, 
which he says would make it possible for agents of the Internal Revenue Service 
to accept more readily taxpayer judgments and taxpayer practices with respect 
to depreciation rates and salvage value. 

How far reaching and effective this may prove to be will, of course, not be 
known until there are some actual results in the field which can be examined 
and assessed. 

An overwhelming majority of the contacts of the business public with the 
Internal Revenue Service are through its field agents and their immediate super- 
visors. In comparing tax administration with the general administration of the 
law, it has been well said that most taxpayer’s problems are not in dealing with 
the Supreme Court but with the policeman on the beat. 

The measure of the success of any administrative reform such as that pro- 
posed by Secretary Anderson is its effectiveness with the small taxpayer. The 
large taxpayer, supported by his attorneys and accountants, is at no great dis- 
advantage with the representatives of the Internal Revenue Service, but the 
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small taxpayer may not have adequate professional advice, in fact, may not 
even realize that he needs it, and he often has a tendency to rely rather heavily 
on the representation of the agents. 

The success or failure of an administrative relief program, at least so far 
as the smaller taxpayer is concerned, is almost entirely in the hands of the 
agents and depends on their understanding of the situation, their willingness 
to give the taxpayer relief, and their courage in maintaining their position with 
their superiors in the service. I have great respect for the Internal Revenue 
Service, and sincerely hope that the reforms contemplated by Secretary Anderson 
can at least indicate the necessity and the incidence of more specific attempts 
at reform through legislation or regulation. 

There are two points in which the two bills under consideration should be cor- 
rected or clarified. In the first place, it would be quite possible for a taxpayer 
to be required to pay at ordinary income rates on gains derived from the sale of 
depreciable property, and at the same time be denied, as a deduction from 
taxable income, a part of the depreciation he had already written off. The bills 
should be amended to provide that any depreciation which did not result in a 
deduction from taxable income should be applied against any gain on the sale 
or other disposal of depreciable property. In the second place, the bills should 
be amended to provide that the amount of any gain greater than the original 
cost of the property should be taxed at capital gain rates. 

The reason for this is that if property is sold or disposed of at an amount 
greater than its original basis, the excess over the original basis cannot possibly 
be the result of an erroneous estimate of depreciation, but must necessarily be 
the result of some other factor, generally the continuing decline in the value 
of the dollar 

While the treatment of gain on the sale of depreciable property as capital 
gain may not appear to be strictly logical, it is nevertheless true that these sit- 
uations were to some extent ameliorated by the provisions of section 1231 of the 
1954 Code, and the similar provisions in preceding years. 

Because of the limitations imposed on this hearing, this is not the forum in 
which to discuss depreciation reform generally. The testimony before this com- 
mittee and the Select Committee on Small Business of the Senate, particularly 
the hearings before this committee in November 1959, cover the various methods 
of reform at great length and in considerable detail. I might remind the com- 
mittee that these proposals fall into three groups: (1) Methods which, in some 
way and to some extent, recognize the impact of inflation on depreciation; (2) 
methods which recognize the fact that most useful lives imputed to depreciable 
property are too long, and which also recognize that depreciation is primarily a 
financial problem rather than an engineering inquiry principally devoted to the 
possible length of time during which machinery, equipment, or other property 
could be operated; and (3) proposals having to do with allowances granted at 
some arbitrary percentage rate at the time of acquisition of the property in- 
tended to make up for inadequacies of depreciation caused by a decline in the 
value of the dollar. 

No matter how effective and extensive the reforms proposed by Secretary An- 
derson may turn out to be, they are limited to the second of these three cate- 
gories. In other words, they can operate only in the area of shortened useful lives. 
Whether the Internal Revenue Service, at the direction of the Treasury, can, 
under present statutes, administer the depreciation deduction as though it were 
merely a financial allowance rather than a more or less accurate estimate of 
physical wear and tear and what is sometimes called “recognized obsolescence” 
is a question. 

The limits within which the Treasury Department or the Internal Revenue 
Service can liberalize the administration of the depreciation deduction are quite 
narrow and the concept of depreciation as a financial allowance and the concept 
of obsolesence as a general business hazard, not specifically determinable at the 
time the allowance is granted, seem to be rather definitely ruled out by section 
167 of the Internal Revenue Code of 1954, which states : 

“General rule-—There shall be allowed as a depreciation deduction a reason- 
able allowance for the exhaustion, wear and tear (including a reasonable allow- 
ance for obsolesence) of property used in the trade or business, or of property 
held for the production of income.” 

Any depreciation policy of the Treasury Department or the Internal Revenue 
Service must by law be based on the concept of physical wear and tear, and the 
recognition of obsolescence as and when it occurs. It has long been established 





9S REVISING TAX ON SALES OF PERSONAL PROPERTY 






that the Internal Revenue Service will not consider probable, possible, or general 
obsolesence, and there seems to be no present legal warrant for going beyond 
physical life and original dollar cost for any depreciable property. 

In any event, the Treasury Department can do nothing without legislation 
in the area of recognizing the effects of inflation, nor can it do anything in the 
related area of recognition of inflation through a special allowance when depre- 
ciable property is acquired. 

The limitations on the Treasury program and the need for correction in the 
two bills should not prevent their passage. Anyone acquainted with tax practice 
for manufacturers is well aware of the troublesome, time consuming, and futile 
arguments about salvage value, and it would certainly improve administration 
if the occasion for these disputes were to be removed. 

While time is important in depreciation reform, and while many of those 
interested in this subject believe that the time has arrived for specific legislation, 
I do not think these two bills, properly amended, should be held up merely be- 
cause we have the positive removal of a privilege conferred by statute accom- 
panied by what could turn out to be little more than an expression of hope and 
good will. 

If it is decided to move along these lines, I think the test of the Treasury’s 
program of administrative improvement of the depreciation deduction should 
be as limited in time as possible. If it is successful, everyone will be pleased, and 
there may be no necessity to advocate legislation on the question of rates and 
useful lives. In this event we have only to consider questions arising from infla- 
tion, and if the Treasury program should prove to be ineffective, we will have 
additional support for legislation to cover the field of rates and useful lives as 
well. 

One of the primary considerations in the formulation and adoption of even a 
limited policy of liberalization of the depreciation deduction must be its budge- 
tary effect, its cost to the Government in revenue. 

It has been my opinion for sometime that a liberalization of depreciation 
policy, which would involve a very substantial increase in the total allowance 
would not have any adverse effect on the total tax revenue collected. In my 
testimony before this committee, on November 30, 1959, and also in my testi- 
mony before the Select Committee on Small Business of the Senate in July 
1959, I presented certain calculations based on U.S. Government statistics 
which indicated that an increase in the total allowance for depreciation would 
“ause no decrease in Federal taxes collected, provided it was done under certain 
conditions, and subject to certain controls. 

The first and most important of these is the requirement that the depreciation 
allowance be invested in depreciable property either in the year in which the 
allowance is made or within a comparatively short time thereafter. Obviously, if 
this requirement were not met, it would be possible to use the depreciation 
allowance as a mere liquidation device, and no matter how just and equitable 
such a procedure might be, it clearly would not generate any great amount of 
Federal tax. If, however, the depreciation is put into the income stream 
through reinvestment in depreciable property, then we can expect to recover in 
Federal taxes the amount of the reduction in Federal taxes of those to whom 
the additional allowances were made. 

The second condition is that the amount of the additional allowance should not 
be greater than the original cost of the property being retired. The reason for 
this is that the average effective rate of Federal corporation income tax is 
about 45 percent and the average amount of expenditures by corporations 
generates about 26 percent in Federal taxes. Therefore, an investment in 
depreciable property of $200 would generate $52 in Federal taxes. If the 
property scrapped or disposed of cost $100, and if an additional $100 were al- 
lowed, the tax loss and the tax generated would be roughly equal. If some 
method of additional allowances were put into effect, statistics indicate that 
the additional allowance would be closer to 25 percent or 50 percent of the 
property scrapped or disposed of than 100 percent. In this case the revenue 
would gain. 

One of the difficulties in demonstrating that there would be no revenue loss if 
additional depreciation allowances were granted is that we cannot develop in 
this country or elsewhere what might be called a controlled experiment in 
economies to determine whether the assumption that there would be no 
revenue loss is correct. However, there is one method by which we can ap- 
proach this result. The Canadian economy is perhaps the closest parallel in the 
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world to our own. Both are developing economies, are self-sufficient to about the 
same extent, and have about the same type of population. The balance between 
agriculture, the extractive industries, and manufacturing is not quite the same, 
but it is a fair approximation. 

In view of all this it seemed that a study of the effects of liberalized deprecia- 
tion in Canada might give the answer to the probability of a revenue loss in 
this country if depreciation allowances were increased. If it were true that an 
increased depreciation allowance meant a loss in revenue, the natural expecta- 
tion would be that corporation income taxes would increase proportionately to 
the increase in depreciation. Nothing of this sort has happened in Canada. 

As can be seen on the attached graphic presentation which shows corporate 
profits before taxes, tax liability at actual rates and tax liability at a constant 
rate, both taxes vary in almost direct proportion to corporate profits. At the 
same time the amount of depreciation shows a steep and regular rise for over 10 
years and a small drop in the recession year of 1958. If it were true that addi- 
tional depreciation represented a gross revenue loss, we would find that the 
gap between tax liability and corporate profits would become increasingly great. 
On the graph which shows these figures year by year, the pattern is very similar. 
On the cumulative graph the gap between profits and tax liability stays practic- 
ally constant, even though the amount of depreciation allowances increases more 
rapidly proportionately to corporate profits. 

The pattern of capital formation in Canada shows a rough agreement with 
both the corporate profits and the tax liability, the principle difference being 
that about the time that the liberalization of depreciation took place, the graph 
for capital formation began its steep upward climb. There were undoubtedly 
other factors affecting capital growth and corporate taxes, but when we con- 
sider that depreciation is equal to over 50 percent of corporate profits in Canada 
and has been equal, on the average, to about 40 percent of corporate profits in 
the United States for the past 5 years, the influence and impact of the deprecia- 
tion deduction must be recognized as probably the most powerful and significant 
factor in both the tax and capital growth picture. 

If these conclusions from the Canadian experience are sound, and supported 
as they are, by the results of 15 years experience with liberalized depreciation, 
they can hardly be otherwise, then the conclusion that liberalized depreciation 
in this country would not decrease total revenues and would stimulate the 
growth of the country, seems inescapable. 

It would seem almost certain that a few years of genuinely liberalized de 
preciation in this country which might increase the allowance in total by per- 
haps $5 billion to $7 billion a year would go a long way toward eliminating 
the enormous backlog of something in the neighborhood of $90 billion of obso- 
lete machinery which is now weighing down American industry. It would also 
have a market effect on the position of American industry as compared with 
Europe, Japan, and other competing countries which not only have much lower 
labor costs but which are not handicapped by the great mass of obsolete equip- 
ment which hangs over us in this country. 

One of the principal practical objections raised against any increase in 
depreciation allowances is that depreciation, being a tax deduction, must, if 
increased, decrease the total amount of tax collected at any given rate. Those 
advocating increased depreciation allowances are told to choose between rais- 
ing both the corporate tax rate and depreciation allowances or leaving both as 
they are. 

The Canadian experience on this point disproves completely the assumptions 
underlying the offer of this unpalatable choice. There seems to be no ascer- 
tainable connection between changes in Canadian tax rates and the amounts 
of the depreciation allowance. The amount of the depreciation allowance rose 
steadily from 1946 to the present time, but Canadian tax rates increased during 
the war and were reduced subsequently, as shown by the attached chart. The 
schedule of the rates themselves, because of the variety of rates and the in- 
cidence of both excess profits tax and the Provincial tax credit are not perhaps 
as significant as the total effective rate arrived at by comparing corporate 
profits before taxes with the income tax liability for each year. 

The Canadian revenue authorities were forced in 1951 and 1952 to raise 
taxes to produce an effective rate of over 50 percent but were able, in spite of 
moe — and growing depreciation allowances, to reduce this rate to 43.9 percent 
in i 
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Since the Korean war we in the United States have been unable to carr) 
out the provisions and the law which require that the corporate rate should be 
reduced from 52 percent to 47 percent, and we are still extending the wartime 
rate each year. The total effective rate in the United States for corporations is 
about 45 percent, which is still higher than the effective Canadian rate. If 
it is possible to make rate reductions under a system of liberalized depreciation, 
and impossible to make any reduction in rates under our system of insufficieni 
and rigidly administered depreciation, it would seem almost self-evident that 
neither an increased total amount of depreciation nor higher rates could have 
any adverse effect either on Government revenue or the growth of capital. 

Although the bills which are the subject of these hearings should be enacted 
into law, if properly amended, they would be limited and, perhaps, unfortunate 
in effect unless additional amendments were enacted which recognized, in some 
way and to some degree, the impact of inflation on depreciation and the present 
unrealistically long imputed useful lives of depreciable property. 


CANADIAN CORPORATIONS 
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(NCOME AND EXPENDITURE, 
494¥0-7ISP (1/959 £57) 
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CANADIAN CORPORATIONS 
COMPARATIVE GRowTH oF 
PROFITS 


TAX Lin@iity 
DEPRECIATION PROFIT 


1942-1959 


DEPRECIATION 


ACTUAL TAX UABILITY 


.CONSTANT-RATE 
wot” TAK WAG TY 


SOURCE 
Dominion BUREAU OF STAT/STICS 
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INCOME AND EXPENDITURE, 
(940-1958 (/959 £5r) 





REVISING TAX ON SALES OF PERSONAL PROPERTY 


CANADA 


CORPORATE PROFITS 
CAPITAL FORMATION 
1940 ~ /959 


NEw 
BUSINESS 
FIXED CAPITAL 
FORMATION 


/ CORPORATE 
/PRroFits 


SOURCE 
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UN/ITEO STATES Ano CANADA 


COMPARISON : 
CORPORATE DEPRECIATION 
AS A PERCENTAGE OF 
CORPORATE PROFITS 
4946 - (957 
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CANADA Dominion BUREAU OF STATISTICS 
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Canadian corporations 
[Million dollars} 


Income | | 
Profits tax | Depreci- 
| (before | liability | ation Tax rates in eflect 
taxes) | (aecrual | 
basis) | 


327 | 38 18 percent plus excess profits tax (12 percent on profits or 75 
percent of excess profits—the greater). 
510 9% 18 percent plus excess profits tax (22 percent on profits or 75 
percent of excess profits—the greater). 
18 percent plus excess profits tax (22 percent on profits or 100 
| percent of excess profits—the greater). 
Do. 
Do 
Do 
30 percent plus excess profits tax (22 percent on profits or 20 
percent of excess profits—the greater). 
| 30 percent plus excess profits tax (15 percent of excess profits). 
30 percent 
| 10 percent of $10,000 plus 33 percent of excess. 
| 15 percent of $10,000 plus 38 percent of excess. 
15 percent of $10,000 plus 45.6 percent of excess. 
| 22 percent of $10,000 plus 52 percent of excess. 5 percent Pro- 
vincial tax credit. 
20 percent of $20,000 plus 49 percent of excess. 7 percent Pro- 
vincial tax credit. 
Do. 
20 percent of $20,000 plus 47 percent of excess. 7 percent Pro- 
vincial tax credit. 
Do. 
20 percent of $20,000 plus 47 percent of excess. 9 percent Pro- 
vincial tax credit. 
| 20 percent of $25,000 plus 47 percent of excess. 9 percent Pro- 
vincial tax credit. 
21 percent of $25,000 plus 50 percent of excess. 9 percent Pro- 
vincial tax credit. 





1 Estimated. 


Source: Dominion Bureaa of Statistics, National Accounts, Income and Expenditure. 


Mr. Ixarp (presiding). Thank you very much. 

Are there any questions ? 

Mr. Byrnes. I have a couple of questions. You have these charts 
showing the Canadian operation. The reason that tax liability line 
sort of levels off is because of the change in the tax law, tax reduction; 
is that right ? 

Mr. Petouser. To some extent ; yes. 

Mr. Byrnes. I notice that it does fall off or hit a level while your 
depreciation is going up. I assume there must have been a tax-rate 
change? 

Mr. Perouser. There were some rate changes. The proportion 
stays about the same. I might say one thing on that, too, on the other 
chart there. It shows that the difference between our depreciation 
and the Canadian depreciation stays about the same. Ours is about 
a third less proportionately on a percentage basis than the Canadian. 

Mr. Byrnes. You mentioned that your contacts in Canada said 
there was no dissatisfaction with the Canadian rate? 

Mr. PeLouset. Yes. 

Mr. Byrnes. The Canadian rate is a lot more liberal than the 
U.S. rate? That is clear from the record. 

Mr. Pevouser. Yes. I would say from 25 to 100 percent more than 
ours, their rates are. 

Mr. Byrnes. Since we are still having allegations here that because 
we made a liberalization in depreciation back a few years ago that 
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we have opened up some awful loopholes, they must have a peculiar 

breed of people in Canada, if there is nobody making the claim that 
with the Canadian system being so much more liberal it is providing 
loopholes. It is very interesting. 

Mr. Petovuser. 1 don’t think they think about it as a loophole. 
They recognize that they get their capital back long before the prop- 
erty is physically worn out or out of use. 

Now, if that is a loophole, they have it but they don’t think it is. 
They think it is a benefit. 

Now, they do have another thing, though. As Mr. Barlow pointed 
out, they have these recovery provisions which I think effectively pre- 
vent anybody doing any ae such as we have been talking about 
under section 1231. 

If you dispose of property you can’t get any benefit by depreciating 
property heavily and then disposing of it. That comes right back 
and you have to include that in your income. 

In other words, you have to stick with what you do. 

Mr. Byrnes. Speeches I have heard in some quarters do not go to 
the capital-gains aspect that we are dealing with here. They insist 
that we were giving business too fast a writeoff on this equipment. 
I wonder if we have so many speeches made here on this subject there 
must be a peculiar temperament in Canada that they do not have a few 
of them being made up here. 

Mr. Pretovser. Well, what I am basing this on is largely Perry, of 
the Canadian Tax Foundation at Princeton. He gave a very good 
talk, wrote a very good article on it. 

I know some; I have worked with some of the best law firms and 
accounting firms, particularly in Toronto, and I have discussed this 
with them and I have had some occasion to talk to some people in 
the Canadian Revenue and I get the general impression that it is 
true they all agree that what they do does not have much reference to 
so-called physical facts. 

Now, from one point of view, from the point of view of the Treas- 
ury position, our statute, that is correct, that would be a loophole. 
But they don’t think it is. 

Mr. Byrnes. You mentioned a $90 billion inventory of obsolescent 
equipment. Where did that figure come from ¢ 

Mr. Pevovser. The McGraw-Hill Publishing Co., made a survey 
about 18 months ago, they have since brought it up to date with no 

important change, and that survey was made by a very widespread 
mdustry questionnaire asking questions about what the manufactur- 
ers and the different businesses thought they had in machinery which 
was obsolete, in other words, where there was something else that 
would do the job better, and that they would buy if they could. I 
think that was about the general line of it. It had to be better and 
they had to be willing to buy it if they could get the money. 

Mr. Byrnes. All of this is not on the books just because they have 
not been able to write it off as far as depreciation is concerned ? 

Mr. Petouser. A great deal of it is. 

Mr. Byrnes. Is that right? 

Mr. Petousper. Yes; I think so. I think in the textile industry that 
is quite true. I think it is true to some extent in steel. I happen to 
have several clients in the printing business, which is a business with 
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small units and small money but there are a lot of people in it, and 
I know that in the printing ‘business this is very prevalent. I would 
say textiles and printing are the best examples because most printers 
I know would love to throw out about half of their equipment and 
get something better. 

Mr. Byrnes. I was wondering whether this was on the books be- 
cause of the fact that the Treasury had been unrealistic in recogniz- 
ing the useful life and therefore they had not been able to depreciate 
these items fast enough. 

Mr. Pevovser. That is right. They just don’t have the money to 
invest in the new items. 

Mr. Byrnes. You are missing the point of my question. 

Mr. Pevovser. I am sorry. 

Mr. Byrnes. There are a lot of things I am getting along with 
which are probably obsolete. I know my wife is, at least, from what 
she says. 

Mr. Ixarp. You mean she is getting along with it; she is not ob- 
solete. 

Mr. Byrnes. Yes. She thinks it is obsolete. The reason we do not 
get anything more modern is not because of the depreciation problem. 

Mr. Prrovser. That is true. I think the situation is this. The 
money that would have been spent for equipment has gone in taxes. 

Mr. Byrnes. What I am trying to get down to is the extent to which 
the depreciation 

Mr. Pevovset. The insufficient depreciation. 

Mr. Byrnes. Depreciation policy that we have contributes to this 
$90 billion obsolete inventory. Now, you would not contend that all 
of the $90 billion is there just because of the depreciation problem. 
This might have determined how much of it already had been written 
off. This property is still in use because of other reasons than that 
they didn’t have money to buy equipment. 

Mr. Petovser. A great deal of it is written off and still used but 
the reason is that while they were writing it off at an insufficient rate 
they were paying their money out in taxes. 

Let us assume, let us take George Terborgh’s figure of $6 billion a 
year deficiency in depreciation. If that goes on for 10 years you are 
going to have a $60 billion deficit which will be represented by invest- 
ment which should have been made to maintain the productive ca- 
pacity of the country which was not made. 

Now, that will either be made with taxpaid money where it costs $2 
for each $1, or half as much will be made that way, or you will borrow 
for it, which is obviously wrong to borrow just to maintain your in- 
vestment. 

So that I think the depreciation policy has a great deal to do with 
that. 

Mr. Byrnes. I assumed probably some of it was the inflationary 
problem of the new costs and other shortages of money that they 
might experience. 

Mr. Pevounet. Well, of course the inflationary problem is all bound 
up in it. 

Mr. Byrnes. Certainly. 

In your statement on page 3, I am wondering who is right, whether 
the Treasury is right or you are right when you say the bill as drawn 

53624—60—8 
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would eliminate capital-gains treatment of disposition in excess of the 
acquisition cost. 

Mr. Pevouser. I think that was more for clarification than any- 
thing else. I think that was clarified by Mr. Scribner this morning. 
[ think the bill is a little ambiguous but, as he explained it, I think 
it is all right on that point. 

Mr. Byrnes. I gathered from him it was his intention that cer- 
tainly they would still consider it a capital gain. 

Mr. Pevouser. Yes; he cleared that poimt up this morning satis- 
factorily. 

Mr. Byrnes. That is all I have. 

Mr. Ikxarp. Thank you very much, sir, for bringing this informa- 
tion to the committee. 

Without objection the committee will stand adjourned until 10 
o’clock in the morning. 

(Whereupon, at 5:55 p.m., Wednesday, March 2, 1960, the commit- 
tee recessed to reconvene at 10 a.m., Thursday, March 3, 1960.) 





REVISING TAX ON GAINS FROM SALES OF 
DEPRECIABLE PERSONAL PROPERTY 


THURSDAY, MARCH 3, 1960 


House or REPRESENTATIVES, 
ComMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The committee met at 10 a.m., pursuant to notice, in the committee 
room, New House Office Building, Hon. Wilbur D. Mills (chairman) 
presiding. 

The Cuatrman. The committee will please be in order. 

Our first witness this morning is Mr. George Terborgh. 

We remember you quite well from previous appearances before 
the committee; but for the purposes of this record will you again 
identify yourself, sir. 


STATEMENT OF GEORGE TERBORGH, RESEARCH DIRECTOR, 
MACHINERY & ALLIED PRODUCTS INSTITUTE 


Mr. Tersoren. Yes, indeed. My name is George Terborgh. I am 
the research director of the Machinery & Allied Products Institute 
of Washington, D.C. 

At the outset let me express the appreciation of the Machinery & 
Allied Products Institute for the privilege of appearing on the pend- 
ing bill, H.R. 10491. This proposes to amend section 1231 of the 
Internal Revenue Code to dinstenin, as to personal property, the 
capital-gains treatment presently accorded to gains from the disposal 
of depreciable assets used in a trade or business. 

Section 1231 continues a provision of the Revenue Act of 1942, 
embodied in section 117(}j) of the Internal Revenue Code of 1939. We 
recall that one of the objects sought in this enactment was to facilitate 
the transfer of productive facilities to war contractors from companies 
cut back by the war emergency. Many of these facilities were virtu- 
ally “locked in” by the unwillingness of potential vendors to pay the 
high tax rates then applicable to gains from disposals. The capital- 
gains treatment was calculated to remove this roadblock and free up 
the transfer of facilities so necessary to the war effort. 

With the termination of war emergency and the repeal of the excess 

rofits tax, this reason for capital-gains treatment disappeared. It 

‘came effective again, of course, during the Korean episode. While 
it would probably be necessary to restore the provision in a future 
defense emergency, it is a legitimate question whether it should be 
maintained under normal conditions. 

If the provision is defended for such conditions, it must be prin- 
cipally for one reason—effect of inflation on the rckoning of terminal 
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gains and losses. When capital assets are disposed of after a holding 
period of several years, the dollars of realization are usually consid- 
erably smaller than the dollars originally invested. This means that 
a substantial portion of what are considered for tax purposes to be 

ains are illusory, reflecting only the shrinkage of the dollar over the 
interval. By the same token, josses are understated. Obviously, a 
correct calculation would require the restatement of the adjusted basis 
of each asset at its equivalent in the dollars of realization. If this 
were done, the tax would fall only on true gains, and tax benefits 
would be computed on true losses. Since the tax actually falls, how- 
ever, on a mixture of real and phantom gains, and since losses are 
understated, it can be argued that the capital-gains privilege is a 
crude compensation for these pro-Treasury biases. 

Let me illustrate by a simple example. A taxpayer sells for $8,000 
a piece of equipment purchased 10 years earlier, the remaining book 
value of which is $5,000. Since this book value is in the dollars of 
acquisition, and since the dollar has shrunk during the interval, its 
equivalent in the dollars for realization is $7,000. The true gain is, 
therefore, $1,000, instead of $3,000 as reckoned by the Treasury. Sup- 
pose, on the other hand, that the equipment is sold for $2,000. The 
true loss is $5,000, not the $3,000 the Treasury allows. The t 
gets it in the neck either way. 

Certainly, if we go the route proposed in the pending bill, with 
income-tax treatment for both gains and losses, we will have a system 
heavily weighted in the Treasury’s favor. Not only will phony gains 
pay the full rate; the tax benefit from losses, even though computed 
at that rate, will be too low. This raises the question whether there 
is any intermediate solution of the problem. 

There is such a solution, which was incorporated in the special amor- 
tization legislation of 1950, You will recall that that legislation taxed 
as ordinary i income only that portion of a terminal gain in excess of 
the gain that would have been realized had the asset been depreciated 
under the straight-line method. If this safeguard was sufficient when 
the tax writeoff was 5-year amortization, it certainly would be suffi- 
cient for the less accelerated methods provided in the 1954 code. We 
suggest, therefore, that the committee give it careful consideration as 
a practical alternative to the Treasury’s proposal. 

Even this alternative would leave an overall pro-Treasury bias in 
terminal tax adjustments, the inflation record being what it is, but. it 
would, of course, mitigate it. With the proposal as written, this bias 
would be very substantial. In either case, it ought properly to be 
balanced by compensatory concessions to taxpayers. 

The Treasury promises, in return for the amendment of section 
1231, to take a more liberal view of service-life and terminal-salvage 
estimates. While we do not question its sincerity in this promise, 
we may be permitted to observe that there is often a wide gap between 
the declared policy of Washington officials and the practice of revenue 
agents in the field. Cases are > constantly being brought to our atten- 
tion in which field agents maintain positions that appear to run 
counter to W ashington. policy. It is extremely important, therefore, 
that the intention of the Treasury to deal more liberally with service 
lives and salvage values should be effectuated at the gre assroots. We 
urge that the committee make it emphatically clear in its report on 


taxpayer 
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the pending legislation that it not only supports the promise of the 
Treasury but expects it to be effectively implemented. 

In this connection, let me say that our statement was prepared 
before the Treasury testified on the proposed amendment, and that we 
should like the privilege of filing supplementary comments after we 
have had an opportunity to digest the Treesury testimony. These 
comments would deal chiefly with the implementation of the Treas- 
ury’s promise. 

If that is agreeable to the chairman, we will take the liberty of 
submitting some supplementary comments, if we choose, after study- 
ing the Treasury’s statement. 

‘he Cuarrman. Mr. Terborgh, would you want that in the record, 
or just for our information / 

Mr. Trersorcu. Well, preferably in the record, but as you wish. 

The Coarmman. All right. Without objection, then, it will be made 
a part of the record. 

( The comments referred to follow :) 


MACHINERY AND ALLIED PRODUCTS INSTITUTE, 
Washington, D.C., March 8, 1960. 
Hon. WiLsBur D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


DeAaR Mr. Mitts: You will recall that during his presentation on March 3 of 
the statement of the Machinery and Allied Products Institute before the Commit- 
tee on Ways and Means on the pending bills H.R. 10491 and 10492 George Ter- 
borgh, research director of the institute, requested that MAPI be given the priv- 
ilege of filing supplemental comments. It was indicated that these comments 
would be addressed principally to the implementation of the Treasury’s promise 
to deal more liberally with service lives and salvage values in the event the 
pending legislation is enacted. 

Accordingly, this supplemental statement is presented in the light of the 
testimony of the Department of the Treasury and the questions and answers 
between members of the committee and Mr. Scribner, Under Secretary of the 
Treasury. 

The Treasury did not volunteer a detailed program to implement its implica- 
tion that upon enactment of the proposed bill there would be liberalized treat- 
inent of salvage value and useful lives. Questions during the hearings, however, 
did develop some indication of the Treasury’s thinking on this subject. As we 
understood him, Mr. Scribner suggested in general terms that the Treasury might 
engage in a new program of education of agents in the field and, in addition, 
might reaffirm the spirit and content of Revenue Rulings 90 and 91, to which 
he referred on page 4 of his prepared statement. 

May we offer these suggestions. It is difficult, of course, to deal with a subject 
as complicated as depreciation administration on the basis of rigid and detailed 
criteria. On the other hand, such an admonition as that contained in Revenue 
Ruling 90—*it shall be the policy of the Service generally not to disturb de- 
preciation deductions, and Revenue employees shall propose adjustments in 
the depreciation deduction only where there is a clear and convincing basis for a 
change’”’—is very general in character. Indeed, without a foundation or per- 
spective and some further guidelines for this broad instruction the agent 
is left to his own judgment much direction. Moreover, as apparently conceded 
by the Department of the Treasury, agents have currently been overzealous 
in administration of the law, particularly as to salvage values and useful lives, 
while Revenue Rulings 90 and 91 have been in effect. It does not therefore 
seem reasonable to assume that a substantial change in practical administration 
in the field will necessarily follow merely as a result of reaffirmation of this 
generalized instruction. 

Any new educational program for field agents and/or new administrative 
directives might recognize the following points : 

1. As stated by the Department of the Treasury in its presentation, “From 
the standpoint of economic growth it is important that depreciation practices do 
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not place unnecessary impediments in the way of capital investment, replacement 
or modernization.” This broad objective should be emphasized to agents so that 
it is not negated by niggardly administration. 

2. The accelerated writeoff methods adopted by the Congress in the 1954 code 
constitute national policy, and administration of depreciation in the field, in- 
cluding treatment of salvage value and useful lives, should not be pursued on the 
basis of offsetting the benefits of the new writeoff methods for the purpose of 
maximizing revenue receipts. Although we do not have a large body of evidence 
on this point, we have received reports to the effect that there is some malad- 
ministration along this line. 

38. The statement contained in Revenue Ruling 91 with respect to obsolescence 
should be spelled out. The present language merely asks that the agent give 
eareful consideration to the facts and arguments presented by the taxpayer with 
respect to obsolescence. This should be reenforced along the lines of Secretary 
Scribner’s statement to the committee, in which he positively stated that it has 
been specifically recognized by the Treasury that “in many of our industries 
today technological improvements and rapid economic changes have magnified 
the importance of obsolescence in determining depreciation rates.” Agents 
should be more definitely encouraged to give important weight to the increased 
rate of obsolescence in many industries. 

In summary, it seems to us that in order to insure the more reasonable and 
liberal administration of useful lives and salvage value, which the Department of 
the Treasury promises in connection with its current proposal, a more definitive 
and affirmative program of implementation is necessary and desirable. We have 
therefore made certain suggestion as to the content of directives and an educa- 
tional program, which might be a part of this implementation. Moreover, it is 
our feeling that the pattern of these directives should be given recognition in 
the report of the Ways and Means Committee, assuming the proposed legisla- 
tion is given favorable action. 

In addition, we suggest that the Department of the Treasury be asked to re- 
port in detail to the Joint Congressional Committee on Internal Revenue Taxa- 
ion or to the Ways and Means Committee, whichever is appropriate, on the pro- 
gram of implementation which it has adopted and the results obtained, based 
on reports received from field offices. This is not to imply any lack of sincerity 
either with respect to the promise made by the Treasury Department or its wish 
to carry it out. It is merely to suggest means by which maximum results from 
a program of implementation may be achieved to the satisfaction of the Congress 
as well as the Treasury. 

Respectfully, 
CHARLES STEWART, 
President. 


Mr. Trersorcu. While administrative liberalization of the kind 
suggested will of course be beneficial, it should in no case be regarded 
either as adequate compensation for the pro-Treausry bias in the 
proposed treatment of treminal gains and losses, or as a remedy for 
the deficiencies of our present tax depreciation system. Rather, it 
should be regarded as the removal of a roadblock to the further 
liberalization of that system by statute. If this is the view of the 
committee, as we hope it is, we urge that it be made clear in the 
report. 

This is not the occasion to argue the case for further statutory 
liberalization, a case we have repeatedly presented before the com- 
mittee. We should like, however, to commend to your consideration 


the recent report of the Senate Select Committee on Small Business, 
from which I quote briefly : 


The twin problems of inflation and technological obsolescence have become 
increasingly significant in recent years. In combination, they have made our 
depreciation policies completely out of date, though those policies may have been 
reasonable and perhaps necessary in the 1930’s. * * * Your committee has 
recommmended a liberalization of depreciation policy toward all business, large 
and small. This seems necessary if we are to have the economic growth needed 
to compete with other industrial nations. 
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Needless to say, we concur in this view and in the major recommen- 
dation of the report that triple-rate declining-balance depreciation 
be made available to taxpayers forthwith. Accordingly, we strongly 
urge the committee to consider the desirability of effectuating this 
reform in conjunction with the amendment of section 1231. This 
would not only compensate industry for the losses occasioned by the 
amendment, and offset its pro-Treasury bias; it would be a boon to 
the entire economy. 

The Cuarrman. Mr. Terborgh, we thank you, sir, for bringing to 
us the views of the Machinery and Allied Products Institute with 
respect. to this matter. You are always helpful in your suggestions 
to the committee. 

Are there any questions of Mr. Terborgh ¢ 

One thing before you leave: How long will it take you to get this 
supplemental memorandum to the committee ? 

Mr. Trersorcu. We do not guarantee to file one, but if we do, it 
will be in a matter of 2 or 3 days. 

The CuarrMan. That will be sufficient time. 

Thank you, sir. 

Mr. Tersorew. Thank you. 

The CuatrMan. Is Mr. Johnson present ¢ 

Mr. Benjamin O. Johnson ? 

Mr. Campbell ? 

Mr. Campbell, we remember your previous appearances before the 
committee, and we welcome you back. But for the purposes of this 
record, will you identify yourself ? 


STATEMENT OF ROLLA D. CAMPBELL, NATIONAL COAL 
ASSOCIATION 


Mr. Campse.LL. Thank you very much, Mr. Chairman. 

My name is Rolla D. Campbell, of Huntington, W. Va. I have just 
retired as general counsel of the Island Creek Coal Co. but have con- 
tinued my affiliation with the company in the capacity of consultant. 

The CuatrmMan. Now, pardon me for interrupting you. I did not 
realize that you had retired as general counsel. We are sorry to 
hear that. 

Mr. Campse.tt. Unfortunately, the age of 65 caught up with me, 
Mr. Chairman. 

The CuHatrman. I would not have suspected that would be the 
reason for your retirement. You certainly do not look it. 

Mr. Campse.L. That is what happened. 

I am the senior member of the law firm of Campbell, McNeer, Woods, 
& Bagley. My appearance here today is on behalf of the tax com- 
mittee of the National Coal Association. 

The National Coal Association is the trade organization of bitumi- 
nous coal mine owners and operators throughout the United States. 
Its members mine more than two-thirds of the commercially produced 
bituminous coal in this country. We have also been authorized to 
speak for the National Coal Policy Conference, the Anthracite Insti- 
tute, the Bituminous Coal Operators’ Association, the Southern Coal 
Producers’ Association, and the United Mine Workers of America. 
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H.R. 10491 and 10492 are identical bills to provide for the treatment 
of gain from the sale or exchange of tangible personal property used 
in the trade or business. These bills are apparently designed to con- 
vert income presently subject to capital gains rates into income which 
will be taxed as ordinary income. 

Although the present bills seem to be aimed at the problem of gains 
from the sale of. tangible personal property held for a short period 
of time, on which so-called excessive depreciation allowances have 
been taken, the proposals appear to go much further than their in- 
tended purpose. We are in sympathy with the Treasury Depart- 
ment’s problems in this connection, but at the same time wish to take 
this opportunity to state specific objections to the bills as they are 
now drafted. I hope that your committee will seriously consider the 
objectionable features of these bills which I am about to indicate. 

In the first place, the coal mining industry generally has many 
depreciable assets which are used in the production of “gross income 
from mining,” as those words are defined m section 613 of the Internal 
Revenue Code of 1954. Depreciation allowances on such property 
serve to reduce the “taxable income from the property” under this 
section, and consequently in most instances serve to reduce the per- 
centage depletion allowance, due to the operation of the 50 percent 
of taxable income limitation. Thus, a particular taxpayer might be 
penalized to the extent that depreciation allowances may have served 
to reduce depletion deductions in some years and, upon sale of the 
asset, be taxed as ordinary income. The resultant tax liability would 
be substantially in excess of the tax benefit which was secured by 
the charge-off of the depreciation in earlier years. 

I would like to imsert at this point in the paper a reference to a 
paper I filed before this committee in December of last year, when 
the committee was considering methods of broadening the tax base; 
and the figures attached to that paper showed that the depletion 
allowances for the coal industry were roughly 3 percent of the selling 
price, and therefore the 50 percent of net income or taxable income 
from the property was the effective controlling factor in determining 
the depletion allowances for the coal industry. 

Now going back to the paper: The same principle applies to a small 
business which obtained a 30-percent benefit from its depreciation 
deduction and would be taxed at 52 percent on the sale of the asset. 

Another objection to these bills is that they apply not only to the 
sale of depreciated assets held for a short period of time and as a 
continuous or repeated operation of the taxpayer, but also to the sale 
of depreciated assets as a part of the sale of a going business. The 
effect of these bills would be to impose a tax handicap on many going 
businesses and act as a deterrent to the marketability of such 
businesses. 

The same reasoning would apply to sales of assets of a business as 
part of a liquidation of the business and to sales by way of involuntary 
conversion. In this connection, your committee’s attention is invited 
to the discussion of gains and losses from involuntary conversions con- 
tained in the House report on the Revenue Act of 1942, an excerpt 


from which is attached as appendix A (House of Representatives No. 
2333, pps. 53-54). 
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The Secretary of the Treasury's transmittal letter of February 12 
1960, indicates that the proposed statutory change 
would make it possible for agents of the Internal Revenue Service to accept 
more readily taxpayer judgments and taxpayer practices with respect to depre- 
ciation rates and salvage value. 

No such provision appears in the bills. 

Three cases are now being litigated in the Supreme Court involv- 
ing depreciation problems: Evans versus Commissioner, 264 F. 2d 
502 (C.A. 9, 1959), No. 148; United States versus Massey Motors, 
Inc., 264 F. 2d 552 (C.A. 5, 1959), No. 141; and The Hertz Corpora- 
tion versus United States, 268 F. 2d 604 (C.A. 3, 1959), No. 283. Cer- 
tiorari was granted in all of these cases on October 12, 1959. The 
outcome of these cases, which are to be argued during the 2-week ses- 
sion beginning March 21, 1960, may obviate the need for any legisla- 
tion in this field. 

The Cuatrrman. Mr. Campbell could you give us what you mean 
by your last thought, in a little bit more detail / : 

Mr. Camppeit. You mean referring to the three cases? 

The Cratrman. “May obviate the need for any legislation.” Do 
you mean that the court might hold that the proceeds of the sale of 
these items used in a trade or business should be taxed as ordinary 
income / 

Mr. Campsett. No; I do not mean that. We have an aspect of 
that in the coal industry, which was mentioned by Mr. Arnold yes- 
terday, where the losses from the sale of mining assets are used to 
reduce the taxable income from the property in computing the deple- 
tion allowance, but gains are treated as ordinary income, because 
they are not gross income. 

I had a case in the tax court on that subject and lost it. We have 
the issue up in some other cases involving later years. I cannot pre- 
dict what the outcome willbe. I have hopes. 

Now, these cases involve some questions which, oddly enough, have 
never been decided by the top courts. One is: what is meant by the 
phrase in the regulation, “The useful life” of a depreciable asset? I 
think that phrase, “useful life,” first came into the code with respect 
to these accelerated depreciation provisions. Up until that time, they 
were only in the regulations. 

The first approach of the Treasury was that useful life meant phys- 
ical useful life: and salvage value, on that basis, would roughly be the 
scrap value at the end of the physical useful life. But recently the 
Treasury has changed its attitude and now contends that “useful life” 
means useful life to the taxpayer. 

Now, if I understand the practical situation, a good part of the 
drive of the Treasury for this legislation is based upon the fact that 
there are many businesses such as the leasing of automobiles, in which 
the taxpayer keeps the depreciable assets—for example, automobiles— 
2 or maybe 21% years, and then sells them. They buy them almost at 
wholesale prices, and then they sell them in the used car market in 
which prices are related to retail prices. So in effect: these taxpayers 
might be getting a trading profit, which they are converting into a 
capital gain. 

Now, such taxpayers are contending that useful life means physical 
useful life. The Treasury, on the other hand, is contending that 
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useful life means useful life to the taxpayer and that since the tax- 
payers keep the cars normally less than 3 years, they are not entitled 
to the benefit of the earlier charge-off of depreciation by the use of the 
declining balance method or the sum of the year-digits method. 

If the Treasury should win on those particular cases, and its defini- 
tion of “useful life” is sustained, then 1 think a large part of the 
so-called abuses which have arisen with respect to converting deprecia- 
tion deductions into capital gains income would have disappeared; 
because I do not think that it can be successfully shown by the Treas 
ury that, by and large, ordinary business concerns are getting an 
unfair advantage out of the present tax law. 

The CHarrman. Mr. Campbell, does the Internal Revenue Service 
in most eases proceed on the basis that useful life means physical life 
of an asset? I was under the impression that “useful life” meant the 
time that an item or an article used in a trade or business served the 
purposes of the taxpayer. 

Mr. Camprecy. Well, I think I am correct in saying that for many 
years, up until recently, say, up until the 1954 code came along, the 
general Treasury attitude was that “useful life” was the physical life 
of the property. I never heard of the question of salvage value in 
actual practice until the last few years. And now it is a very impor- 
tant item, and it is usually worked on a hindsight basis. 

The Cnarrman. Pardon me for interrupting. 

I am wrong, then, in the impression that I had. It is actually the 
physical life that was used prior to, say, the code of 19547 

Mr. Camprenx. That was the general attitude of the Treasury, yes. 
That was the position they took. But they have changed positions. 

The Cuarman. The straight-line method was figured on the basis, 
then, of not the life to the taxpayer or the usefulness to the t taxpayer, 
but its actual physical life. 

Mr. Campse... That is right. They issued bulletins in which they 
determined what normally was the useful] life for different items of 
equipment. 

The Cuarrman. That would probably justify the concern that the 
service always had in connection with salvage value in connection with 
the straight-line method, then. They were thinking in terms of the 
“life” being something other than a useful value to any taxpayer. Is 
that right? 

Mr. Campsenn. Yes, that is true. And I think the problem before 
the committee will be greatly affected by what the Supreme Court 
decides. If it upholds the position of the Treasury that useful life 
means the useful life to the taxpayer, that is, for how long he normally 
keeps the depreciable property in question 

The Carman. That is the present position of the Service? 

Mr. Campseti. Yes. If it does that, then I do not think the 
Treasury can make a showing that any additional legislation is 
necessary. 

The Cuamman. Now, what do you mean “any additional legisla- 
tion” ? 

Mr. Campsett. Such as these bills. 

The Cuarrman. Why does that follow ? 

Mr. Campseti. Well, because my information is—and I must con- 
fess I do not have access to the same information the Treasury does— 
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that it is in cases where the taxpayer normally keeps the property 
used in the trade or business only for a short period that there is 
being converted into capital gains income, income which you might 
say probably should be regarded as trading income. And if you 
eliminate, we will say, the declining balance method and the digit 
method from those situat ions, because of their not being able to show 
that they had a useful life to the t taxpayer of 3 years or more, then I 
do not think that there would be enough other instances to justify 
these bills—in other words, I do not think there would be enough 
loss to the Treasury to justify a change in the existing law. 

The Cuarrman,. I see; if you take out these cases where the gain 
from the sale of an asset may be abnormal, say / 

Mr. Campsetyi. Let us take one of the cases in the courts, we will 
say the Hertz Corp. They epee keep a car between 24 and 
30 months, maybe less. They buy it at a very advantageous rate, 
roughly a wholesaler’s price. They sell it in the used car market, 
which is governed largely by the retail prices. They may make a 
gain. In some cases they may sell the car for as much as they paid 
for it, and in some cases more or it may be less. But if the “useful 
life” is the physical life of the automobile, then it is more than 3 years, 
and they get the benefit of the faster chargeoffs permitted by present 
law. If “useful life” is less than 3 vears, then they do not get the 
benefit of the faster chargeoffs. 

The Cuarrman. But your point is if we take out these cases where 
there may be an unusual end result in gain from the sale of the arti- 
cle, then we do not have to be concerned too much about the rest of 
the ¢: uses, because they do not represent very much in the way of 
dollars? 

Mr. Campsett. I think that is true. 

Then we have this problem, Mr. Chairman, which I am sure you 
recognize: That in the sale of property used in the trade or business 
that is not part of inventory, the taxpayer has a large degree of dis- 
cretion as to when he will make the sale or whether he will make the 
sale or not. 

Now, that is the type of situation which is peculiarly adapted for 
capital gains treatment, because if you put the rate too high, it can 
discourage sales and create an artifical scarcity and higher prices. 

The Cuarrman. I had thought that one way to solve this problem 
was to change the period of useful life to which the more rapid 
methods of determining depreciation would apply. As I remember, 
in the code of 1954, it is 3 years. 

Mr. Campsetu. That is correct. 

The CrHarrman. I had thought in terms of changing the three to 
some higher figure, as a way of possibly resolving some of these 
problems. 

Now, does that have any possibility ? 

Mr. Camppetyt. Yes, that would. But I do not think it would 
necessarily resolve all problems. I think if the Supreme Court de- 
cides that useful life means physical life, then this committee might 
come along and adopt the definition which the Treasury is now con- 
tending for, namely, that useful life means useful life to the taxpayer. 


And if that were done, I think that would largely solve all the prob- 
lems that we have. 
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The Cuamman. Which is the proper way to do it? Should it be 
the physical life? Or should it be the useful life to the taxpayer? 

Mr. Campsety. Well, | am not too well advised on that subject, 
and I do not know what our people would say. But I think most 
accountants would say that useful life means useful life to the tax- 
payer for accounting purposes, and tax computation purposes, rather 
than physical useful life. 

After all, we have got the problem of obsolescence in estimating 
depreciation in value, and obsolescence is necessarily involved in the 
idea of useful life to the taxpayer. 

Now, as _was pointed out to this committee yesterday referring to 
airplanes, DC-7’s may have a useful life of 15 or 20 years, but their 
economic life, their useful life to the airlines, terminated when the 
jets came along. 

So useful life to the taxpayer is the period over which the charge- 
off should be made. 

The CuHatrmMan. If we should follow that, useful life to the tax- 
payer, it would mean larger deductions more promptly, would it not ? 

Mr. Camrsetu. It could, yes. 

The CuatrMan. That is right. 

Mr. Camppetn. On the other hand, Mr. Chairman, you have the 
problem of salvage value; because the shorter the useful life, the 
higher the salvage value, and therefore the less would be the amount 
to be depreciated. 

The Cuamman. Yes, I was coming to that. 

Mr. Campseti. So that might offset the question of the higher 
amounts. 

The CHatrman. Is that the issue that the court has before it with 
respect to all three of these cases? 

Mr. Campsety. One issue definitely is whether useful life means 
physical life or useful life to the taxpayer. Another issue is to what 
extent you can change the amount for salvage before there has been 
a sale, or after there has been a sale, for that matter. Of course, 
that whole question of salvage and when it is to be fixed finally is in 
issue. And those are two very vital subjects in connection with these 
particular bills. And I would think that in any event this committee 
should not take any action on these bills until the Supreme Court 
has decided those cases. 

The Cuatrman. Mr. Campbell, what did the circuit court say with 
respect to the physical life versus the useful life to the taxpayer 
question ? 

Mr. Campsewt. I have the opinions here. 

The Cuamman. Without your going to that trouble, I am sure you 
know. 

Mr. Campse.it. They simply said that they felt that useful life 
meant useful life to the taxpayer, and sided with the Government. 

The Cuarrman. They sided with the Government ? 

Mr. Camppe.t. Yes. 

The Cuatrman. [I see. 

Mr. Camppe tt. There was one case that was decided adversely to 
the Government, and two in its favor. That is how the diversity in 
decision arose that was necessary to get to the Supreme Court. 

The Cuamman. Mr. Byrnes? 
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Mr. Byrnes. Mr. Campbell, one thing that concerns me is this sal- 
vage value as an item of controversy between the Government and 
the taxpayer. 

Mr. Campsex.. It never fails. 

Mr. Byrnes. You said that prior to 1954, that was not an item, 
and I assume, therefore, that the controversy then was merely with 
respect to the time. 

Mr. Camrpeti. Right. 

Mr. Byrnes. But we have now brought in this new item of salvage 
value, which I assume becomes even more important as you consider 
the matter of useful life to the taxpayer versus the useful life of the 
item. 

Mr. Campse.y. That is correct. 

Mr. Byrnes. So even if these decisions went in favor of the Govern- 
ment, as far as the meaning of useful life is concerned, does that not 
then bring into play, into greater prominence, the matter of salvage 

value, and more or less force the Treasury and its agents to be more 
concerned about salvage value ? 

Mr. Campse.y. It will make more important the question of salvage 
value, yes. I believe I mentioned that in answer to the Chairman’s 
question. These bills, if enacted, will not eliminate disputes between 
the taxpayer and the Government as to what is the useful life and 
proper salvage value. Now, there will always be room for controversy 
on those questions. And I must say my personal experience has been 
that most of these controversies arise after the event. 

In other words, after there has been a sale and the agents know 
what the final outcome was, then they say, “We want to go back and 
re-do your open years.” 

Mr. Byrnes. But would there be that same concern about salvage 
value, even in the effort to open it up after the fact, if the proposal 
made by the Treasury in this legislation is not adopted? It just seems 
to me that that would obviate some of that pressure to pay so much 
attention to salvage value or to pay attention to the idea of seeing if 
they cannot open it up after the fact. 

Mr. Campsent. I doubt that very much; because the agents gen- 
erally consider how much taxes can be collected in this particular year 
on this particular report. That is what they are concerned with; not 
what the effect is going to be on some future | vears. 

Mr. Byrnes. But when they open it up, they are not thinking in 
those terms, necessarily. 

Mr. Campseti. They are working the problem backwards. 

Mr. Byrnes. They are working it backwards? 

Mr. Campsent. Oh, sure. But they have the benefit of hindsight 
then. And of course that is of great advantage; when you can adjust 
your taxes with the benefit of hindsight, where you are dealing 
with an estimate of future life and salvage value which, in essence, 
is just a guess that you make for the future, anyhow. 

Mr. Byrnes. The Treasury makes the point that they feel, if I 
understood the Under Secretary properly, that there would be less 
pressure on them to be cone ‘erned with some of the arguments over 
time and particularly the arguments over salvage value ‘if on a resale 
the treatment of the gain or loss was to be on the same basis, namely, 
on the basis of ordinary income. 
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Mr. Camese.t. Mr. Byrnes, I wish we could count on some favor- 
able action from the Treasury. But those of us who have been 
dealing with agents for years get awfully suspicious and doubtful 
about what benefit we are going to get from a change in the law 
which does not provide specific rights, i.e., where it is not something 
that we can go to court on and say, “This is what the law is, and this 
is what my rights are.” 

Mr. Byrnes. I share that view, as I expressed to the Secretary 

yesterday. 
_ Mr. Campsexy. One of the defects in this bill, and one we point out 
in our statement, is that it does not state wherein any relief is going 
to be given to taxpayers. I have often thought that if the law pro- 
vided that the taxpayer should have the choice as to what the useful 
life would be, and put the burden of proof on the Treasury, to show 
that that choice is wrong, that in itself would obviate many of these 
questions. 

If we had a rule of that sort, then we might look with more favor 
on a bill such as we have before the committee now. But there is no 
such provision in the bill. As you know, the taxpayer always has 
the burden of proof when he goes into court to recover taxes or goes 
into the tax court. The determination of the Commissioner is pre- 
sumptively correct, and it is a terrible burden to have to overcome 
that determination by proof; which means that in the final analysis 
the Treasury pretty nearly calls the turn on every depreciation case 
you have. 

Mr. Byrnes. I understand that. And I can understand how you 
would question whether or not the attitude as expressed by the Under 
Secretary yesterday would filter down to the agents and be their new 
attitude in view of the habits they have gotten into in the past. 

But I am impressed by the statement that if the gains on the sale 
or loss become a two-way street instead of a one-way street, and are 
treated either way, as ordinary income, there certainly would be less 
pressure to pay so much concern to salvage value; because you have 
eliminated this potential opportunity to transfer from ordinary in- 
come to a capital gain. 

Mr. Camppett. Well, my point is that if you take care of, you might 
say, the outstanding situations, such as are presently in court, as typical 
situations, then you do not have any real compelling necessity for 
changing the law with reference to all the other taxpayers. 

Now, there is definitely an advantage in keeping assets used in the 
trade or business marketable so that they can be sold. And the capital 
gains provisions or application is one way of making them marketable. 

Mr. Byrnes. You make them marketable by maintenance and so 
forth. 

Mr. Campse.i. No; because you can sell them, and if you do have a 
profit in them, you can keep a larger share of the profit than would 
be the case if they were treated as ordinary income. 

Mr. Byrnes. I can see right now where you have a good deal of in- 
centive to try and write off as much as you can and then sell it as soon 
as you can at the biggest price, in order to take a capital gain. 

Mr. Campsext. Let us think of this in another situation. We tend 
to think of matters of this sort in terms of corporations, where the tax 
rate is 52 percent. But there area great many businesses in this coun- 
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try that are operated as individual enterprises and as partnerships 
and syndicates, where the progressive rates apply. 

Now, if you are going to throw the profit from the sale of a physical 
asset into a 60 or 70 or 80 percent bracket, you are not going to pick 
up extra taxes. There just will not be any sale. 

That is the point [am making. 

And whether a sale is made or not is a voluntary matter with the 
taxpayer. He has the choice. Nobody can compel him to sell. And 
it is in final analysis the same problem that Talleyrand used to speak 
of, namely, that the art of taxation is the plucking of the goose with 
the least ‘squawking. If you put up your rates too high, you dis- 
courage sales and in effect have taxed yourself out of ‘the market. 
There just will not be any taxable transactions if the rates on volun- 
tary are too high. 

I think I have made that point several times before this committee 
on our progressive tax rates. I have made the point that a 3 percent 
rise in the basic rates will produce more money than our entire pro- 
gressive rate structure applicable to individuals. And that is the 
source of a lot of our coal ems, because of the excessively high rates 
that we pay now. 

Now, if we were down on a 15 percent or 20 percent tax rate, then 
this problem would be considered in a different context, and we could 
upproach it in an entirely different manner. 

Mr. Byrnes. You would not have any problem then ? 

Mr. CampsetL. We would not have any real problem. But. you re- 
call that back prior to the war days, the tax rates on both individuals 
and corporations were relatively modest. And it is only after we got 
up into wartime tax rates th: at you had to begin to make some excep- 
tions and changes in taxes in order not to kill transactions that were 
voluntary on the part of taxpayers. 

Mr. Byrnes. There is no question that the only reason you have this 
problem in any magnitude is the difference between a capital gains 
4 ate and the ordinary income rate—either to the corporations or in- 
dividuals ? 

Mr. CampBe.i. Well, it is a problem of very nice judgment, as to 
where is the proper figure, where you will not discourage transac- 
tions, and yet where you will get the maximum amount of revenue 
for the Government. You gentlemen are supposed to be experts 
in that matter, and I must say I greatly admire the work you do, and 
I would not want to be in your shoes. 

Mr. Byrnes. That is all, Mr. Chairman. 

The Cuamman. Mr. Curtis. 

Mr. Curtis. I do not quite understand the point you are making 
here on the depreciation allowances. I am going to read it: 

Depreciation allowances on such property serve to reduce the “taxable income 
from the property” under this section ,and consequently in most instances 
serve to reduce the percentage depletion allowance, due to the operation of the 
50-percent-of-taxable-income limitation. Thus, a particular taxpayer might 
be penalized to the extent that depreciation allowances may have served to 
reduce depletion deductions in some years and, upon sale of the asset, be taxed 
as ordinary income. 

I wonder if you would illustrate that, if you can. I do not quite 
get. the point. 
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Mr. Camppett. Well, the depletion deduction, as you know, is 
based upon a per centage of gross income and a percentage of taxable 
income from the property. 

Mr. Curtis. Yes. 

Mr. Campsety. Now, if you take excessive depreciation on your 
mining equipment, then you, by that token, reduce your net income 
from the property ; and 50 percent of that excess, then, is lost to you. 

Now, the effect of the percentage depletion allowance, where you 
have 50 yercent of net income, as the governing factor, is to lower 
the effective rate that you pay on your mining income. 

So here you would have, in effect, a tax benefit at a rate of 25 per- 
cent, a tax penalty at the rate of 52 percent, where you are dealing 
with corporations. 

With individuals, that disparity in rates could be even greater. 

Mr. Curtis. I do not see the inequity. I grant you there is a dif- 
ference in the amount of tax paid. But that is one of those problems 
I think that the taxpayer has to evaluate. Where is the inequity? 

I get back to the basic point of our treatment of our depreciation 
allowances, which is to grant a return of capital. 

There has been an excess of return of capital. I can see where that 
could be a capital gain; although I might say this: As far as real 
estate transactions, we have regarded that as a part of the business 
operation. And I can easily see where, without any real stretch of 
the imagination, the Government could take the position that a busi- 
ness, which is in the process of doing business, buys and sells equip- 
ment, and if there were a gain you could easily regard that as an 
ordinary income gain rather than capital. 

Mr. Camprerz. The point of the thing is that the benefit which the 
percentage depletion taxpayer gets from his depletion allowance is 
at a considerably lower rate than the tax which would apply on the 
disposition. 

Mr. Curtis. Yes. I understand that. 

Mr. Camrseti. That is the point we are making. 

Mr. Curtis. But here is the point Iam trying to make. I grant you 
there are higher taxes. But in this wapaie we are not just out to 
see that the taxpayer gets lower taxes. I think our concern is that 
proper principles be applied on the tax laws. And to an extent as 
long as an inequity or uneconomic occurrences are not encouraged, we 
have got good tax laws. 

So the test I always apply to these things is: Are we encouraging 
some sort of uneconomic process? With “this so-called loophole, I 
very definitely see an uneconomic process we are encouraging. 

The illustration you give here, of where you might have to pay more 
taxes, does not present any such persuasive picture to me. 

Where are we going to have bad business operation as a result of 
this? 

Mr. Campsett. Well, the argument which the Treasury has made 
for these bills is that the taxpayer gets a tax benefit at ordinary rates 
when he makes the deduction. But when he makes the sale, he gets 
a lower rate than he benefited from before. 

Mr. Curtis. That is the mathematics of it. 

Mr. Campsety. That is the argument for the bill. 

Mr. Curtis. No. As far as I am concerned, it is not. 
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Mr. Campsetu. Well it is what the Treasury says. 

Mr. Curtis. I donot care. I mean, lam not concerned—— 

I am concerned, of course, but I am trying to bring out the thing 
[ think should be the main concern. That is the case. What has that 
done in the way of encouraging good or bad business practices? I 
am satisfied that kind of thing does not encourage good business prac- 
tices. In fact, it is creating some bad business practic es. That is 
why I think it is a possible loophole, and it is also producing a bur- 
den on those who are following good business practices, because in 
order to tighten the loophole they have in the Treasury, in their own 
testimony, been scrutinizing your salvage values and the period with- 
in which you can set up your depreciation, and have been scrutinizing 
that ina very strict manner, to close this loophole. 

Mr. Camppeti. What is your definition of a loophole? 

Mr. Curtis. So I see two damages that are resulting from this. 

Now, arguments of people like yourself, not to close this—all you 
are arguing is that the taxpayer w il pay less money. We know that. 
I do not regard that as the fundamental question. The fundamental 
question is: Where is it inequitable? 

We try to collect money where we can to the extent we have to for 
financing Government obligations. What economic damage is created 
by closing this loophole? 

Mr. Campseti. Mr. Congressman, I do not know what your defini- 
tion of a loophole is. 

Mr. Curris. Well, we will try to refer to it. The Treasury has 
stated what happens here, and the question I have been asking is: 
What sort of a business process is gaining the advantage in having 
the tax, of a gain, here? Who has been doing that? Has it been 
the businessmen who stay in business? Or has it not been to a 
large extent the process of people buying up these assets and then 
reselling; or in the liquidation of companies; in fact, actually en- 
couraging the salvaging of certain companies, or rather the shutting 
them down and salvaging them ? 

Mr. Campsety. As far as I know, no comprehensive study has been 
made as to the effect of the present depreciation provisions on differ- 
ent categories of industry and taxpayers. The Treasury has not made 
any presentation other than to say that if these bills pass it estimates 
that the Federal revenue might be increased by—I think the figure 
was $125 million. 

Mr. Curtis. $125 million? 

Mr. Campseti. That is all you have in front of you, and you do 
not know what the impact is going to be on different industries. 1] 
said that I thought that the major impact would be on these indus- 
tries which have a very short useful life of the property to the 
taxpayer. 

Mr. Curtis. That is right. And incidentally, I might say, those 
where the impact of inflation has been minimal. 

Mr. Campsetu. Has been the least. That is correct. 

Mr. Curtis. The one area where I can be sy ct agen to the busi- 
nessman is in the impact of inflation on our tax structure through 
the depreciation allowances. But I have also suggested that I do 
not think the way to correct that is through our tax laws. I think that 
we ought to hit inflation on another basis. 
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But that is the one thing I can see where the businessman has got 
a real concern. 

But the Treasury has given us some examples, not from your testi- 
mony here, of the kind of operation that has been benefiting from this 
“movable” 

Mr. CampselLit. Yes; but if you will notice, every one of those illus- 
trations is where the tax benefit is 52 percent or higher on the depreci- 
ation charge and 25 percent on the disposition. And that is what they 
say is unfair. 

Now, I point out to you that in the mining industry the impact is 
just the reverse. The benefit is at 26 percent, and the tax rate is 52 
percent. 

Mr. Curtis. Because of the interaction with your depreciation al- 
lowances; yes. 

Mr. Campsei. Now, it was pointed out here yesterday that losses 
on the sale of mining equipment are included in the computation of 
net income, net taxable income, from the property, but gains are 
excluded; which is completely unfair. There is no way you can justify 
that as a matter of fairness at all. But that is what the Treasury 
holds. 

Mr. Curtis. Of course, on the other side, I do see this—and I am not 
saying this in order to change it, because I feel it is all right. But 
you can take a piece of equipment and, by very close attention to 
maintenance, and keeping that equipment up, you can deduct the main- 
tenance as an ordinary business expense and end up really in a piece 
of equipment that has not much depreciation. It is completely remade 
over a period of time. But that is the counterargument to what you 
were advancing. 

Mr. Camppe.y. Well, now, let us take that statement and apply it to 
the coal industry. We have a group of machinery, very expensive, 
which involves undercutting coal, drilling holes for explosives, shoot- 
ing down from the face, and mechanically loading coal into cars, 
buggies, or belts. 

We will s: ay we keep the older equipment in good operating condition 
by proper maintenance. A new machine comes out, which is a con- 
tinuous miner. It displaces the drilling, the shooting, the loading. 
The machine is shoved right against the face of the coal, and it cuts 
it down, and pours it out at the end onto a conveyor. The productivity 
on that machine, we will say, is twice what it was on the other ma- 
chines. It does not make any difference how well we maintain the old 
equipment. Out it goes. It has to, or we go out of business. 

Mr. Curtis. Oh, yes. I think you are hitting the balances off, to 
get it into context. 

Mr. Camrsety. Now, if you put the tax rate too high, then you tend 
to discourage the taxpayer from replacing that obsolescent equipment ; 
because he says, “Maybe I can’t afford to do that.” 

Mr. Curris.. If you want to argue with me about the tax rate being 
too high, we will end up doing a waltz around here; because I have 
the feeling that that is perfectly true, and I have made many speeches 
along the Tine that our tax structure is undermining the private enter- 
prise system. Iam convinced of it. 

But it does not seem to me to bear here. In other words, just 
through a process which I regard as uneconomic in essence, you get a 
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lower rate. To me that is not a fundamental argument for correcting 
that. In fact, I think the argument goes the other way. Let us get 
this thing corrected, so that we can really get at the basic trouble. 

Mr. Campsetui. Mr. Curtis, before we terminate this conversation: 
I do think that the capital-gains rate does, as was pointed out by a 
preceding witness, have the effect of softening somewhat the impact 
of inflation. It is not a perfect measure, but it at least gives some 
recognition to the fact, whereas these bills did not. 

Mr. Curtis. Of course, I again say I do not like to try to correct 
inflation through our tax structure, although I certainly am aware 
of the fact of the damage that inflation does to our tax structure. 
But you cannot single out business. Just take our personal income 
tax rates, Without the stroke of a legislative pen, you could double 
the rates on the individual by changing the value of the dollar; be- 
cause you are throwing them into different brackets. 

Mr. Camppe.y. That is right. And a tax on inflationary increases 
in value isa tax oncapital. Itis not an income tax. 

But that is another problem. 

The Cuarrman. Any further questions of Mr. Campbell 

Again, Mr. Campbell, we thank you. 

The CHarrMan. Mr. Gosnell. 

Mr. Gosnell, we recall your previous appearances before the com- 


mittee; but for purposes of this record will you again identify your- 
self ? 


STATEMENT OF JOHN A. GOSNELL, GENERAL COUNSEL, NATIONAL 
SMALL BUSINESSMEN’S ASSOCIATION 


Mr. Gosnetu. My name is John A. Gosnell. Iam general counsel 
of the National Small Businessmen’s Association, of W ashington, 
D.C. 

Mr. Chairman, I have an apology tomake. Apparently the weather 
has interfered with the delivery of my printed statement. It is ex- 
pected momentarily, and when it arrives I will promptly circulate it; 
but if I may, I will read it into the record from a rough draft, if that 
isagreeable. 

The Cuamman. Allright, sir. You may proceed. 

Mr. Gosnett. It is very short, and I will not detain you long. 

The CuHatrrman. We can understand, in weather like this, that 
printed copies might go astray. 

Mr. Gosnett. Mr. Chairman and gentlemen of the committee, I 
appear in opposition to this legislation. It has been estimated that 
there are some 414 million small-business concerns in the country, 
and I am sure that most of them today are struggling with inade- 
quate depreciation and the vexatious problem of guessing at salvage 
value as at some unknown date in the future. I am fully aware that 
the focus of this hearing is on the potential effect of limiting capital- 
gains treatment of depreci able personal property. This sounds sim- 
ple, but the effort cannot proceed very far without deep involvement 
with a number of vital problems. 

Secretary Anderson's letter to the President on its face relates this 
legislative proposal to abuses under the present law, difficulty of 
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administration, zealous activity of field agents, and disagreements as 
to useful lives and salvage value. 

Furthermore, the Treasury proposal expressly excludes a reference 
to a somewhat vague possibility of more palatable administrative pol- 
icy; also clearly implici it and in fact partly expressed is the intention 
of augmenting the revenue by the closing of this loophole. 

Now, there are other important considerations involved here, 
whether we wish to face them or not. The economic health of the 
business machine is fundamentally concerned, and I submit that we 
cannot arbitrarily rule out the problems of rising costs and infl: ation. 

The Treasury proposal is a package deal, and T submit, Mr. Chair- 
man, that the situation does not contain the elements of what might 
be termed a good Arkansas horse trade. It has been suggested that 
a special class of offending taxpayers are sought to be reached here, 
and that these are not the ordinary business taxpayers. ‘There is cer- 

tainly nothing in the proposed amendment to indicate this objective. 

I know only that the mass of business taxpayers are smal] business- 
men who do not have the resources to contest an unfair or doubtful 

tax decision, and I certainly have no doubts about the competency of 
the Treasury to pursue a newly opened door to revenue. 

I am not convinced, either, that the abuses complained of cannot 
be reached under present authority. There is nothing in the record, 
or on the extent of the administrative problem, or the extent of the 
deficiency, if any, in the law or the regulations, which prevents 
correction. 

The first and most serious consequence of this amendment would 
be to impose a severe burden on the unincorporated small-business 
concerns of the country. Over 80 percent of these 414 million small- 
business concerns are proprietorships, and the application of personal 
income rates in an area where capital is admittedly scarce is certainly 
inconsistent with known facts and with other Federal policies. 

Another consequence would be the overstatement of gains and under- 
statement of losses in terms of dollars originally invested, weighed 
against rising costs and a declining dollar. 

This is clearly a bias in favor of the Treasur y, but I fail to see how 
this fact has any potential benefit for the small businessman strug- 
gling to accumulate a reserve for new equipment against high tax 
rates, inadequate depreciation, loaded with a crystal ball salvage 
value. 

Now, there is nothing sacred about salvage value. As a matter of 
fact, salvage value, so far as I can ascertain, was, as a matter of prac- 
tice, disregarded in setting depreciation rates prior to the 1954 code. 
The entire cost was then the tax base, and salvage value did not distort 
the rate nor come into play until disposition of the property. 

One may well ask the reason for requiring advance determination 
of salvage value. Treasury officials have admitted that estimation 
of salvage value is merely a guess; which it certainly is, in view of 
the unknowns and the variables involved. 

In our opinion, the real purpose of the sudden emphasis on salvage 
value was to decrease the tax base; and the effect certainly did par- 
tially defeat the accelerated rates of depreciation provided by this 
committee and the Congress in the 1954 code. 
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It is worthy of mention, also, that the Treasury itself will not ven- 
ture to suggest a useful life for newly invented machinery. They 
certainly will not issue a formal ruling in such cases. 

Now, I realize that inflation and Teplacement costs are considered 
irrelevant in this hearing, but I hope you will indulge one comment. 
Virtually every business expenditure requires advance financial con- 
sideration of and preparation for both rising costs and deflated dol- 
lars. The lifehold method of handling inventories is especially de- 
signed to meet this problem. It is diflicult to see how a distinction 

can be made with respect to replacement of machinery and equip- 
ment. The small businessm: in is dealing with a fact of life, not an 
abstract theory, and if = is not able to kee p profits nor ests ablish an 
adequate reserve, he is faced w ith an almost insurmountable problem. 

The problem of the small] businessman is not to recover his invest- 
ment in money, but to recover his investment in modern production 
machinery and equipment; and this can only be measured in terms of 
increased costs and the decreased value of the dollar. 

I hope it is recognized that the package aspect of this legislation 
was not posed by the taxpayers. The Treasury has admitted that 
Bulletin F lives are too long and that salvage values are a constant 
source of friction. They also say that capital-gains treatment of de- 
preciable personal property presents an administrative problem. The 
Treasury itself has suggested the reform program, and we believe that 
the situation demands proper legislative treatment of both sides of 
the case. Unilateral treatment of the Treasury problem certainly 
compounds the burden for small business. 

Mr. Kine (presiding). Mr. Gosnell, that completes your statement ? 

Mr. GosneE.. It does, sir. 

Mr. Kine. The committee wish to thank you for coming and giving 
us the benefit of your views. 

Are there any questions? 

Thank you. 

Mr. Kina. Mr. Johnson. 

Come forward, Mr. Johnson. Will you identify yourself for the 
record, Mr. Johnson, please ? 


STATEMENT OF BENJAMIN 0. JOHNSON, AMERICAN COTTON 
MANUFACTURERS INSTITUTE 


Mr. Jounson. Yes, sir. I shall first apologize for being out of order 
this morning, but I was temporarily blizzard-bound ‘south of the 
Potomac. Iam sorry. 

Mr. Kine. We can understand that, Mr. Johnson. You have a bet- 
ter attendance now than you would have had then; so it worked out 
all right for you. 

Mr. JOHNSON. Mr. Chairman and gentlemen of this committee: 
My name is Benjamin O. Johnson, of Spartanburg, S.C. I am gen- 
eral counsel of Spartan Mills, and also serve as chairman of the tax 
committee of the American Cotton Manufacturers Institute, which 
has its Washington office at 1145 19th Street, NW., in whose behalf I 
appear today. 

The American Cotton Manufacturing Institute is the central trade 
association for the cotton, man-made fiber and silk textile mill prod- 
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ucts manufacturing industries and serves as spokesman in matters 
of national affairs. The industry, employer of approximately 1 mil- 
lion workers with a production output valued in the primary markets 
at more than $13 billion a year, is therefore a major factor in the 
economy of our country. 

The textile mill products manufacturing industry is also a vital 
factor in the Nation’s program for preparedness, As an industry, its 
essentiality is probably exceeded only by iron and steel. In serving 
the demands of the civilian population, and from the st: indpoint of 
its impact ” the a family budgets, its importance is exceeded 
only by food and shelter. 

It is basically an industry of small intensely competitive plants 
despite its aggregate magnitude. The industry operates over 8,000 
plants, no one company representing more than 4 percent of the total. 
Thus, the textile mill products manufacturing industry has always 
been distinctive as the most competitive and individualistic of the 
Nation’s major manufacturing — ries, and represents, to the maxi- 
mum degree, the spirit of American free enterprise. The mills and 
plants constituting the nediiautlite ‘of the American Cotton Manu- 
facturers Institute, Inc., are distributed throughout the industry’s 
entire area, and operate about 85 percent of the industry’s total 
spindles. Our association appreciates the necessity of raising ade- 
quate revenue. We recognize, also, the difliculties and responsibilities 
which your important committee must shoulder. 

I appear before your — today in connection with the Presi- 
dent’s recommendation which would revise the tax gains from sales 
of depreciable personal pr perty used in a trade or business—H.R. 
10491. We think the basic idea of giving up capital gains treatment 
on disposal of depreciable business property for more favorable 
depreciation is quite sound, but we cannot agree with the suggestion 
that any gain attributable to entiation be taxed at capital gains rate. 

We have always felt that we should meet the inflationary prob- 
lem square ly and we see no reason ps seud » gains attributable solely 
to inflation should be taxed at all. To be sure. the recognization in 
our tax law that we are living with an unstable dollar would be a 
novel and drastic change, but the fact is that real gains and losses 
can be measured only in terms of a common denominator, that is the 
value of the basis dollar must be correlated to the same value as the 
sales dollar, otherwise we are dealing with two entirely unrelated 
denominations of value. 

We espouse t the principle of full and equitable adjustment for in- 
flation in determining capital gain and deprect iation allowances, and 
we should not compromise this prince iple on disposal of depreciable 
business property attributable solely to inflation to be taxed at capital 
gains rates. Under the circumstances, we take the position that the 
gain attributable solely to inflation be entirely exempt but that other- 
wise the true gain on disposal of depreciable business property be 
taxed as ordinary income. 

Now for a moment I should like to comment on some special circum- 
stances of our textile industry. 

The American Cotton Manufacturers Institute, through its tax 
committee, has made two studies during the past year—one dealing 
with the obsolescence factor of textile machinery. These two studies 
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when correlated clearly demonstrate some of the vital problems which 
face the industry. First, in the period 1948 through 1958 expendi- 
tures for new machinery in the industry fell from $ 510 million a year 
to $252 million a year, a drop of 50.6 percent. 

Further, a survey of the 11 listed textile companies showed that 
their long-term debt increased from $35 million to $350 million during 
the same period. Because of their size and because their stocks are 
listed, these 11 companies have ability to borrow money in the market- 
place not possessed by thousands of smaller textile companies. 

The textile industry is a relatively high cost industry to sales dol- 
lars. A survey made by one of the leading textile engineering com- 
panies in 1949 reveals it costs approximately $16,800 ‘for equipment 

and machinery alone to set up one job in the textile industry. With 
the price spiral that has taken place since that time, we estimate pres- 
ent costs would be approximately doubled. 

In September 1959, the tax committee submitted a report to the 
Commissioner of Internal Revenue recommending revision of Bulle- 
tin F. (The Treasury’s guide to the “average” useful lives of depre- 
ciable property.) This report revealed that, since the last revision, 
hundreds of new and revolutionary types of textile machines have 
been developed and purchased by American textile manufacturers. 

No engineering study has been made by the Service of these new 
and different machines. Therefore, there are no valid yardsticks to 
assist taxpayers and revenue agents to determine depreciable lives 
for such new types of textile machinery. 

The Treasury Department under Bulletin F has established a com- 
posite average useful life of approximately 25 years for textile machin- 
ery. When compared with the treatment accorded other industries 
and the technological changes which have taken place since Bulletin 
F was published about 20 years ago, we are fully convinced a 25-year 

‘omposite life for our industry is unreasonably long and unrealistic 
and we have recommended to the Treasury Department that the com- 
— average useful life of textile machinery be reduced to approxt- 

lately 15 years. 

A survey in late 1957 by the American Textile Machinery Associa 
tion indicates approxim: ately 70 percent of the textile machines in 
place in America prior to 1950 are obsolete, because of technological 
improvements. A recent check indicated this situation still prevails 

If we in the United States fail to take full advantage of the latest 
technologic ‘al developments and still maintain wage rates that are 

3 to 10 times higher than those of the rest of the world, we will find 
that our costs of production will increase to a point where we will 
price ourselves out of many foreign markets and place a portion of 
our domestic market in jeopardy. In fact, to a certain extent, this 
has already happened. We in the United States with higher wages, 
which are not likely to be reduced, will be at a continuing disadvantage 
unless we improve our methods of manufacture and increase produe : 
tivity by modernizing virtually all of our plant and equipment. 

Continual modernization of industrial facilities has been the Amer- 

‘an objective for decades, and still is. This requires the replacement 
a only of physically wornout but also economically obsolete plant 
and equipment, and it is in this latter area, namely, the replacement 
of obsolete plant, that the problem is most acute. A company may 





130 REVISING TAX ON SALES OF PERSONAL PROPERTY 


have facilities that will operate and produce a product, but if these 
are obsolete, costs of production are usually substantially higher than 
those which can be achieved on modern equipment. 

This places the company in question at a competitive disadvantage 
in regard to other domestic competitors who have modern equipment, 
and also in regard to foreign companies who have either better equip- 
ment or a lower wage rate, or both. 

This condition has developed in industry because companies, large 
and small, do not have sufficient capital available to modernize their 
plants. The lack of capital for modernization is due to two factors: 
(1) The inflation that has been with us since the end of World War 
II; and (2) the failure to recognize this in the method of charging off 
depreciation on capital assets. af 

All these facets of the problem merge into one vital proposition— 
the textile industry as well as the rest of the economy, needs and de- 
serves a realistic depreciation program. Without such a program, 
considering the tremendous increase in long-term debt already in- 
curred by the industry, the “cash flow” required to finance the mod- 
ernization of the tools of production cannot be obtained. 

We therefore respectfully recommend that the gain from the sales 
of depreciable personal property be not treated as ordinary income to 
the extent of the depreciation deduction previously taken on the prop- 
erty, unless the factor of inflation is considered in conjunction there- 
with. 

I sincerely appreciate the opportunity of appearing before your 
committee to present the position of the American Cotton Manu- 
facturers Institute, and want to thank you for the courtesies which 
you have extended to me. 

If I might make one or two informal remarks which I have men- 
tioned here, our industry is characterized by at least two factors which 
leave the industry very vulnerable and in an inequitable position in- 
sofar as the inflation factor is concerned and the failure of our tax 
system to recognize the impact of inflation in any degree. I have 
commented on these two factors. 

(1) The unusually high investment in fixed assets which is required 
in this industry to produce an annual sales dollar. If I might gen- 
eralize, at the present time I should say that at current costs the 
annual sales dollar would hardly exceed the cost of fixed assets, the 
investment in fixed assets. That fact, coupled with the unreasonably 
long life, which recent experience has shown to be completely un- 
realistic, which has been followed and is being followed by a Bulletin 
F—that is a composite life of 25 years in cotton machinery—stretches 
out this period over which the capital investment in equipment must 
be recovered to what I would say is almost an absurdity under the 
present unstable conditions of the dollar. 

It is quite true that inflation has many facets to it. It is a problem 
that besets all‘of us. Only yesterday I read in the New York Herald 
Tribune a couple of statements which should give all of us some alarm. 
The great life insurance industry, for example, which has been the 
bulwark of the capital of this country, the accumulation of savings and 
its turning of savings into industry and investment, is now perhaps 
entering a state of decline. I noticed one of the reports of one of 
the leading companies where in 1959 their new business turned down 
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for the first time, and, second, they are entering the field of variable 
annuities, which only means that the American public is beginning 
to a or is losing faith in the stability and the long-term value of the 
dollar. 

I mentioned those facts because here we are in the textile industry 
where we must invest a dollar to produce a dollar of annual sales and 
hope to recover that same dollar over 25 percent in mathematical de- 
ductions or allowances which only equal the mathematical amount of 
the original investment. 

I have run up some figures which perhaps are not too meaningful. 
However, I took the example of a loom purchased in 1959 for which 
we paid a thousand dollars, and over the 20, 25 years that we depreci- 
ate that loom, to be sure we recover deductions equal to a thousand dol- 
lars, but not in terms of the 1939 dollar. We are deducting inflated 
dollars of current value against much higher value cost dollars that 
we put into that loan in 1939. 

ust the rough estimate that I made based on the current useful 
life that we are being required to lose indicate that we are suffering 
a capital attrition of 35 to 40 percent in our initial investment. 

In other words, we never recover tax free our original cost, and in 
a general sort of way that is a very severe problem. e very route of 
this evil is that our tax system now furnishes inadequate incentive for 
people to invest, and I am sorry to say that is particularly true of the 
industry which I represent this morning. 

A recipient check that I made of a leading statistical] firm’s figures 
showed that over the past 10 years textile stocks have fallen in such 
disfavor among investors that they sell on a low ratio of only 714 to 
10 times the average annual earnings. Practically all of the values 
of textile junior securities substantially or wholly discount the fixed 
asset value behind those securities. In this day when the public is 
almost rabid on the question of investment and watching the stock 
markets, and so forth, look at the countless mutual funds; look at the 
portfolios of the trustees and the other informed investors, and you 
will find the textile securities sorely lacking, and that is a rational re- 
sult. It is a reasonable result. 

There is nothing appealing about this industry, and so much of it 
is due to this thing that we are talking about here this morning—the 
hardship of the tax system, the inability to recover costs, the huge in- 
vestment that is required. While it is an essential industry, second in 
importance only to food and shelter so far as the typical American is 
concerned, it has become a very uninviting industry. I might make 
this comment: 

That recently at Greenville, S.C., in the programs of the high schools 
down there there is one day near the end of the term when repre- 
sentatives of the colleges come around and meet with the members of 
the senior class in an effort to acquaint them with the advantages and 
so forth of their respective colleges. 

There is Clemson College, 30 miles away from Greenville, S.C., 
which has perhaps the outstanding textile school in the United States. 
They have a special representative there on that occasion, and in 
Greenville, S.C., in the very heart of the great American textile in- 
dustry, 30 miles away from this outstanding textile school, the repre- 
sentative told me no later than last week he was not able to gain the 
interest of a single high school senior to enter this industry. 
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Gentlemen, that is a serious indictment, a serious situation, and I 
say that it is very importantly related to this problem here. Our 
whole tax system is sorely lacking in one thing that we must have 
if this country is going to remain a first-rate industrial nation, and 
that is incentive to invest. We don’t have it and we suffer more in 
the field of depreciation. Our industry has not been an important 
gainer from the accelerated methods of depreciation and the transla- 
tion of ordinary deduction into capital gain. 

That has been relatively unimportant. We take the position that 
perhaps that phase of it ought to be corrected. Everyone knows there 
has been some sort of a rat race in many industries to translate ordinary 
deductions into capital gain. That generally is not true of the indus- 
try that I represent, but it enters in and touches upon this vital prob- 
lem of why do you give up even that advantage where there is no 
specific positive program outlined, and anyone who has had practical 
experience in dealing with the agents of the Internal Revenue Service 
know that they follow religiously the directives from Washington, 
many of them unpublished, the obsolete Bulletin F, knowing the pre- 
sumption of correctness which the Commissioner always has. 

In fact there is little that anyone can do from a practical stand- 
point except suffer and take it. So we say before the present section 
is changed there should be a positive program that will give incen- 
tive to our depreciation system, and there should be somewhere in 
this way of things some correlation of the basis for depreciation, the 
annual allowance for depreciation, to the value of the true cost of 
what went into it, and in the field of capital gains generally there must 
be some sensible and rational correlation of the sales dollar to the 
same unit denominator of value as the cost dollar. 

Gentlemen, I appreciate the privilege of appearing here. I have 
spoken more extemporaneously than formally, but my whole feeling 
is so wrapped up in this thing and it is so vital to our industry that 
something be done about it, that I could not do otherwise. 

Mr. Kine. You have completed your statement ? 

Mr. Jounson. Yes. I would be very happy to answer any questions. 

Mr. Kine. The committee wishes to thank you for giving us the 
benefit of your views, Mr. Johnson. Are there any questions? Mr. 
Curtis. 

Mr. Curtis. I simply would like to say that I think the case you 
make for the problem of doing something in the field of depreciation 
is a good one, but I don’t think that it quite relates to the problem 
that we have before us right now. The point that impresses me, and 
I think it runs through all the statements, is the impact of inflation 
on our tax structure. Yousay in your statement: 

* * * We cannot agree with the suggestion that any gain attributable to infla- 
tion be taxed at capital gains rate. 

Of course I happen to think that is true too, but that is not the ques- 
tion at issue here, and many witnesses, in my judgment, at any rate, 
are confused. Poor monetary policy—and we have had, in my judg- 
ment, a poor monetary policy in the past—will always damage our 
fiscal policy and our tax structure. I think it is equally wrong to try 
to correct damage resulting from improper monetary policy through 
the tax structure. That doesn’t come out the right way either. I 
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would say this on inflation: That since the Federal Reserve-Treasury 
accord in 1951 I think we have followed pretty good monetary policy 
and I don’t think that there has been this kind of inflation, and I have 
asked a number of witnesses to document their point that we ate 
struggling with that problem right now. I don’t think we are at all. 

think if we try to modify our tax policy on the assumption that 
chat is the problem right now in 1960 we are going to make some real 
mistakes. If there has been inflation, say, since 1951 of any consider- 
able amount in your industry in this field of capital goods, I would like 
to get any evidence that you have of it. It doesn’t seem to me that 
there has been. These other problems that you mentioned certainly 
do exist. 

Mr. Kina. Mr. Betts. 

Mr. Berts. As a practical matter, Mr. Johnson, how would you 
go about it to determine precisely what gain is attributable solely 
to inflation? You say you thought that should be the incentive and I 
am inclined to go along with you, but im practice when you make out 
the income tax return and you have a gain on the sales of property 
that has been depreciated, how would you go about determining the 
precise portion of that that is attributable to inflation ? 

Mr. Jounson. That is a very difficult question to answer speeifieally 
because you will note that inflation has not been uniform aeross the 
broad horizon of American production and services. It is much more 
pronounced in certain areas than others. You have area indexes of 
changes in value, so specifically, how would you evaluate or establish 
an adequate index of inflation? That might be a rather difficult thing 
to arrive at. My belief is that it can be done. There are composites 
of change of value, such as our cost-of-living index—index of whole- 
sale. There are many available yardsticks by which change in value 
of the dollar is being recognized. 

You have cost-of-living adjustments and wage contracts. You do 
have available yardsticks to measure change in value. I say that a 
realistic depreciation policy, perhaps similar to the Canadian system, 
whereby this long, drawn-out period over which you must recover 
your capital costs can be greatly shortened and collapsed to, as they 
use, perhaps a period of 5 years, that the impact of inflation must 
necessarily be refused in proportion to that realistic period, so I say 
two things: That by a realistic policy, giving industry much freer 
hand in recovering its cost over a much shorter period, eliminates sub- 
stantially any reference to an index value, but, second, if an index value 
is needed, and it should be from a capital gains standpoint, to tax a 
mathematical gain in 1960 for an asset that could have been bought in 
1932 by relating a 1960 dollar to the cost of the dollar in 1932 is 
hardly any more than confiscation of property. 

Mr. Berrs. I understand your point. 

Mr. Jounson. There should be something in all equity to adjust 
for what is actually amounting to an excise tax on transactions. 

Mr. Berrs. I understand your problem, but I was Just interested 
to know how you would determine precisely what portion of the gain 
ig attributable to inflation. Your answer, first, is that it is difficult, 
and, second, that there should be some way to do it, but at present 
you don’t have any actual way. 
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Mr. Jounson. I would accept any of the BLS indexes of value 
rather than have no index at all. I think with a rational approach to 
it an adequate and satisfactory composite value could be attained. 
An index of value plus a much shortened period for recovery of the 
cost of depreciable assets would greatly alleviate the present question. 
I had a good bit of experience in prior years during the war periods 
where people were induced to invest in the expanded facilities 
and so forth through the operation of the necessities, exigencies, and 
so forth. 

To me it was astonishing how capital came forward to expand the 
national-productive facilities as needed, largely due, I say, to the 
incentive or to the inducement of quick recovery of capital cost. I can- 
not myself see how the national revenue in the long term would suffer 
by permitting almost a free hand in recovery of capital invested in 
expansion and renewal of productive assets. 

I am positively convinced that our presentation system has gone far 
beyond the point of diminishing returns, that the gross income suffers 
by reason of these unrealistic restrictive limitations on investment, the 
dampening of incentive, and so forth. 

I think that the public revenue would gain by a more realistic 
policy which would furnish this vital ingredient of incentive. 

Mr. Berrs. That is all. 

Mr. Krne. If there are no questions, the committee wishes to thank 
you, Mr. Johnson. 

Mr. Jounson. Thank you. 

Mr. Kine. The committee will reconvene again Monday morning 
at 10 a.m. 


(The following material was filed with the committee :) 


STATEMENT OF NATIONAL ASSOCIATION OF MANUFACTURERS ON H.R. 10491 AND 
H.R. 10492 


1. The policy of the National Association of Manufacturers in regard to denre- 
ciation reads as follows: ‘“‘The taxpayer should be permitted flexibility in deter- 
mining in a consistent manner property lives for depreciation purposes, and his 
determinations should not be questioned if the lives used are not shorter than 
specific statutory minimum lives. Such statutory minimum lives should be sub- 
stantially shorter than now allowed to recognized rapid technological advance and 
the public interest in the modernization and expansion of industry.” 

2. In furtherance of this policy, the Association has been willing to accept 
elimination from the Code of capital gains treatment on the gain from sales of 
depreciable personal property, to the extent of depreciation already taken, as 
part of legislation which would carry out the intent of the above-quoted policy. 

3. It is believed that a more balanced depreciation program, consistent with 
the realities of obsolescence and conducive to the most rapid modernization of 
the American industrial plant, would be assured, if the problem of capital gains 
treatment of the property in question were not resolved in advance of general 
depreciation reform legislation. 

4. Despite the strong reasons why the modernization of the depreciation 
structure should be accomplished in single legislation, if the pending bills, H.R. 
10491, and H.R. 10492, should be reported out of the House Committee on Ways 
and Means for consideration of the Congress, it is strongly urged that the 
accompanying committee report state the committee’s expectation that the 
Treasury will, by appropriate rules and regulations, provide assurance to tax- 
payers that revenue agents will be restricted in their questioning of taxpayers’ 
judgment in regard to useful lives of depreciable property and salvage value. 





REVISING TAX ON SALES OF PERSONAL PROPERTY 135 


CoMMENTS OF HpMuND A, SPENCER ON H.R. 10491 anv H.R. 10492 
OBJECTIONS 


1. The proposed change in the treatment of gains arising from the sale of 
depreciable tangible personal property used in trade or business appears to be 
unfair in that it disregards appreciation in dollar values which can arise under 
ordinary circumstances, and is certain to arise with the rising inflation of the 
last 25 years. It is not intended to discuss here generally the merits of the 
taxation of gains and losses on capital assets. Presuming that such taxation 
is economically sound, the lower rates of taxation provided would seem to be 
a reasonable way to tax increments in values particularly when such incre- 
ments are due to inflation and therefor illusory. If the taxation of such incre- 
ments at capital gain rates is proper in connection with stocks, bonds, real 
estate, timber, coal, unharvested crops, ete., why should exception be made for 
depreciable tangible personal property. 

Isn’t there enough encouragement given to the speculator as compared with 
the businessman without adding another incentive favoring the gains realized 
through appreciation or inflation accruing to a speculator? Why should build- 
ings, i.e., real property, be treated differently from personal property, both 
used in business, both subject to the allowance of depreciation, both affected 
by the same economic forces? Why should livestock, performing the same serv- 
ices to a farmer as machinery to the manufacturer, obtain different treatment? 
Oddly enough, tangible personal business property, rather than being sold, is 
more apt to be exchanged for like property than any of the other assets men- 
tioned in the foregoing. 

2. To some extent, the legislation proposed has a retroactive effect. Begin- 
ning with the year 1934, or thereabouts, deductions for depreciation have been 
supervised by the Internal Revenue Service and adjusted in numerous instances. 
Presuming that governmental employees generally knew their business, depre- 
ciation deductions finally approved by the Internal Revenue Service should have 
been correct. Under such conditions, theoretically any increment existing 
above the adjusted basis of tangible personal property is due to appreciation 
with particular emphasis on inflation. An exception in the foregoing might 
apply to situations where accelerated depreciation has been used under the 
provisions of the 1939 and particularly the 1954 Code. 

3. Sections 167 and 179 of the 1954 Code, providing for accelerated deprecia- 
tion and for additional first year depreciation, were enacted to encourage the 
replacement of equipment, thus increase operating efficiency, at the same time 
stimulate business, consequently, in the final analysis produce more taxable 
revenue. It would seem that the proposed legislation would at least partially 
offset that effect of the sections mentioned. The purchase of equipment by a 
businessman might be stimulated by the immediate tax savings arising from 
accelerated depreciation even though such relief is temporary, but it certainly 
is even more stimulated by permanent savings on lower taxes because of the 
eapital gain realized on his old equipment, particularly when such realization 
aids him to pay the price of the new equipment, a price constantly increased by 
inflation. After all, businessmen do not have infinite amounts of ready cash 
or, for that matter, credit, and those operating smaller businesses have not the 
facilities that big corporations have to borrow money for capital improvements, 

The proposed legislation may have further effects hurting business. It may 
prompt the possible seller of used equipment to ask higher prices for his equip- 
ment to offset the higher taxes, or it may prompt him to scrap the old equip- 
ment rather than sell it, which might be a simpler and, taxwise, nearly as 
profitable procedure. If so, certain equipment would be lost to the secondhand 
market which certainly would be to the disadvantage of small businesses or to 
businesses just starting, who, because of shortage of capital, more often than 
not, can only afford second hand rather than newly built equipment. Similarly, 
I believe there is a considerable export trade existing in second hand equipment 
which would also be hurt. It must not be forgotten that the sale of used equip- 
ment to those who presently cannot afford the purchase of new, is often con- 
ducive to the purchase of new equipment later, when more funds are available. 
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RECOM MENDATION 


The proposed legislation has a basic justification. It attempts to prevent 
what amounts to the conversion of tax rates on ordinary income into tax rates 
on capital gains. This should be done but to what extent only. 

For nearly 20 years, the Commissioner of Internal Revenue has foregone the 
publication of a revised Bulletin F, listing recommended rates of depreciation. 
Publication of the Bulletin has been much talked about for many years now but 
nothing happened. Nevertheless, the rumors would indicate that a great deal 
has been done by the Internal Revenue Service to bring Bulletin F up to date. 
If so, these labors should be brought to their fruition and the revised Bulletin 
F should be published. It might be advisable to hold hearings on the various 
depreciation rates to be incorporated in Bulletin F, so that such rates shall be 
as reasonably accurate as possible, and if necessary, several rates for the same 
property under varying uses shall be established. Bulletin F should be kept 
up to date through yearly amendments prepared with the aid of public hearings, 
adjusting the rates if necessary and adding additional depreciable items to 
the list so as to make Bulletin F as complete as possible. Lastly, Bulletin F 
should be given the force of Regulations. 

The law then may provide that if tangible personal property used in trade 
or business be sold, to the extent of the profit on such sale, any depreciation 
previously deducted on such property at rates in excess of those recommended 
in Bulletin F or although in conformity with those recommended, nevertheless 
excessive because accelerated, shall be taxed as ordinary income to the extent 
that such depreciation deducted exceeds the straight line depreciation deductible 
pursuant to the rates published in Bulletin F. As a matter of fact, this rule 
may be extended to other property subject to depreciation or similar deductions 
throughout their life of use, following the basically similar provisions of section 
1238 and to some extent of section 1232 of the code. 

Such provisions would segregate the artificial income produced from the use 
of excessive depreciation from the gains due to ordinary appreciation or inflation. 
As a part of such legislation, it should also be enacted that its provisions will 
have no effect to the extent of depreciation deducted in excess of the recommended 
rates prior to the year of enactment. This last provision would seem fair if 
one can accept the theoretical supposition that, up to the present time, deprecia- 
tion has been properly supervised hence the profit on the sale of used tangible 
personal property is due to appreciation and inflation. 





STATEMENT OF AMERICAN TRUCKING ASSOCIATIONS, WASHINGTON, D.C., IN 
OpposiTIon TO H.R. 10491 anp H.R. 10492 


The proposed statutory change would require that gains from sale of depre- 
ciable personal property be treated as ordinary income to the extent of previous 
depreciation deductions and eliminate the opportunity which now exists of realiz- 
ing long-term capital gains on the sale of used trucks and trailers. 

The proposal, if enacted, would be a very serious blow to the trucking industry 
and to truck and trailer manufacturers producing equipment used by the indus- 
try. Furthermore, the proposal runs counter to the national transportation pol- 
icy of the Congress to the end of developing, coordinating, and preserving a na- 
tional transportation system by water, highway, and rail, as well as other means, 
adequate to meet the needs of the commerce of the United States, of the postal 
service, and of the national defense. 

First of all, it is a tax on capital. Since trucks are by their nature capital 
assets, it would be a violation of sound tax principles to treat any portion of the 
gain on the sale of such assets as ordinary income. It is the usual practice of 
the trucking industry to buy new equipment before the old equipment is worn 
out. The adoption of this proposal will discourage and retard this practice. 
These bills assume as a conclusive presumption that any gain is always attribut- 
able in part to excessive depreciation. This is not true. Inflation is one of the 
main causes of realizing a gain. Because of inflation, the present depreciation 
deductions of the motor carrier have been insufficient to pay for the new equip- 
ment when it is purchased. Carriers have, however, been able to realize a “phan- 
tom profit” in selling their old equipment at a higher price than its depreciated 
value. Thus, by being able to treat the “phantom profit” as a capital gain, the 
motor carrier has been able, in some slight degree, to offset the increased cost due 
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to inflationary factors of new equipment which he must purchase to maintain 
efficient operations. 

Purchases of new trucks have averaged a million per year, and the purchases 
of trailers have averaged about 65,000 per year. The average wholesale price 
for trucks increased 76.6 percent between 1946 and 1958. These transactions we 
feel should not be penalized as though they were some form of undesirable specu- 
lation. They are the result of transactions which are an integral and essential 
part of the motor carrier’s operations. 

Enactment of this proposal can easily result in a higher tax on the gain than 
the tax benefit derived from the deductions. The rates for years of the deduc- 
tions may readily be, for example, at a 30-percent rate and on the sale a 52- 
percent rate would be applied. 

When the accelerated methods of depreciation were enacted into law, this 
decision was largely made to stimulate the sale of equipment. It was pointed 
out that these more liberal allowances would have far-reaching economic effects. 
The Congress pointed out “for all segments of the American economy, liberalized 
depreciation policies should assist modernization and expansion of industrial 
capacity, with resulting economic growth, inereased production, and a higher 
standard of living.” 

The trucking industry has benefited from this law, but the proposed enact- 
ment of H.R. 10401 would have the opposite effect than that originally intended 
when the additional depreciation methods were permitted. 

The trucking industry is essentially small business. Approximately 94 per- 
cent of the companies have annual revenues of less than $1 million. 

We submit, if this bill is enacted, that the efficiency of the truck fleet will 
deteriorate. Motor carriers and other users of truck equipment will run their 
trucks longer with resulting breakdown and increased maintenance costs. This 
certainly would not be a good or desirable situation when we consider the 
defense needs of our country for truck transportation. 


STATEMENT OF PAUL V. WOLFE, PARTNER OF HARRIS, Kerr, Forster & Co., CERTIFIED 
PUBLIC ACCOUNTANTS, NEW YORK CITY, REPRESENTING THE AMERICAN HOTEL 
ASSOCIATION, CONCERNING H.R, 10491 


This statement is submitted on behalf of the American Hotel Association 
which represents many, if not most of, the hotels in the United States. Inasmuch 
as hotels require a heavy investment in tangible personal property and since 
the subject matter of H.R. 10491 seriously affects the economic stability and 
progress of the hotel industry, the association has invited me to express to you 
our views on this important topic. 

To make our position clear we are not opposed to the bill in its entirety. 
However, we do believe that it should be limited in its application to short lived 
assets of a maximum life of 5 years. 

We have two principal reasons for this position. First, the same basic philos- 
ophy which underlies existing section 1238, respecting emergency facilities, calls 
for parallel treatment under proposed section 1238A. Second, and more basic 
and important, there is a substantial element of inflation involved in virtually 
every gain upon the sale of tangible property which has been held for more than 
a few years. While this inflationary element cannot in practice be isolated with 
precision, practical recognition of this element in the proposed bill is both 
feasible and desirable. We submit that recognition of the element of inflation 
ean be accomplished by limiting the application of H.R. 10491 to tangible per- 
sonal property of 5 years or less. 

As to the first reason, proposed section 123S8A excepts property covered by 
existing section 1238 which deals with emergency facilities limited under section 
168 to full amortization over a 60-month period. The basic reason supporting 
existing section 1238 is that section 168, emergency facilities, which might have 
a useful life of 10 or 20 years, may be written off over a 5-year period in order 
to protect manufacturers from economic and financial dislocation while concur- 
rently facilitating national defense. Therefore it is no more than proper that 
where inflation is only a minor element in the ultimate gain on disposition of 
such property and the financial position of the manufacturer has been so ade- 
quately safeguarded, any gain should be treated as ordinary. Likewise tangible 
personal property (not an emergency facility), with a useful life of less than 


5 years can be given similar treatment for a somewhat parallel reason. For 
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example, the type of asset treated in Rev. Rul. 54-229 (CB 1954-1, p. 124) and 
the situation described in that ruling is the one which might properly call for 
the revision proposed in H.R. 10491 because the element of inflation is relatively 
minor. However, to apply the proposed legislation to a piece of heavy equipment 
with a life of 20 years which was purchased 10 years ago, is to place that asset 
incongruously in the same category as an emergency facility and a fleet of rented 
ears. Any gain from the sale of heavy equipment in the normal case is attribu- 
table chiefly to inflation and, it is respectfully submitted that an income tax on 
a gain attributable to inflation should be avoided wherever possible. 

Our second reason is merely an extension of the first, but covers even a wider 
area. That there is a substantial element of inflation involved in virtually 
every gain upon the sale of tangible property which has been held for more than 
a few years is quite apparent. This element cannot always be segregated and 
is in effect taxed in many cases simply because it would be highly impractical 
to attempt to do otherwise. Taxation is of course a practical matter. Neverthe- 
less, it appears to us that it is imprudent to intentionally go out of our way in 
order to double the tax upon this element of gain. We respectfully submit 
that this is economically undesirable. 

For example, if a piece of equipment having a 20-year economic life was pur- 
chased 10 years ago and now has a net depreciated basis of $10,000, is sold for 
$20,000, we can fairly conclude that virtually the entire gain can be attributed to 
inflation. The proposed legislation would leave unaffected only that portion in 
excess of $20,000. Fortunately inflation has not reached the point where sales 
in excess of original cost are likely to occur. 

We will not belabor the fact and economic consequences of inflation on equip- 
ment because we feel that the subject has been adequately presented to this com- 
mittee in the panel discussions as set forth in volume 2 of the Tax Revision Com- 
pendium of papers submitted on broadening the tax base. See for example the 
papers submitted on tax depreciation by George Terborgh, Research Director, 
Machinery and Allied Products Institute and particularly depreciation reform 
submitted by Rev. William T. Hogan, 8S. J., Fordham University, concerning the 
economic dislocation which results from inflation upon the replacement of long 
lived equipment. 

The replacement of equipment with a life of 10 years or more by the hotel 
industry is very substantial. The proposed legislation it is believed would have 
an adverse effect not only upon operations but upon the economic value of the 
hotel and would retard activity in the real estate market and needlessly hamper 
financing and many other related problems that confront this industry. Industry 
in general would be similarly affected. It is, therefore, respectfully submitted 
that H.R. 10491 be limited to tangible personal property having an economic life 
of 5 years or less. 

Respectfully submitted. 


Paut V. Wotre. 





STATEMENT OF MARSHALL J. MANTLER ON BEHALF OF THE BUREAU OF SALESMEN’S 
NATIONAL ASSOCIATIONS ON H.R. 10491 AND COMPANION BILiLs 


My name is Marshall J. Mantler. I am executive director of the Bureau of 
Salesmen’s National Associations, an organization comprised of 30,000 commis- 
sioned commercial travelers throughout the United States. My statement is 
directed at urging that this committee not pass H.R. 10491 or its companion bills, 
at least insofar as they apply to self-employed commissioned commercial 
travelers. 

It is a long understod and admitted fact that the income tax laws operate in 
a capricious and arbitrary fashion. The bureau urges that Congress act to 
disallow these inequities and to establish the income tax laws along simplified 
lines placed upon the broadest tax base. We point out that in the present state 
of the tax laws, the commissioned commercial traveler is totally at the mercy 
of the eroded tax base. While H.R. 10491 represents an approach which is 
generally in the right direction, it is obvious that the self-employed individual 
must be accorded every opportunity for fair treatment elsewhere under the 
internal revenue laws. 

The purpose of the amendment proposed under H.R. 10491 is theoretically an 
excellent one. Thus, since depreciation is an offset to ordinary income in the 
first instance, it is recoverable upon sale or exchange and can theoretically be 
credited as a return of ordinary income. On the other hand, theoretics to one 
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side, the economic consequences of the principles of H.R. 10491 is simply to 
take more tax dollars from the pockets of the already harassed commercial 
travelers. As is well known, depreciation in its present state does not completely 
cover the cost of replacement of an automobile. The salesman must replace 
his car—an obviously vital tool in his business—out of after-tax dollars. H.R. 
10491 will operate simply to aggravate and add to this after-tax cost. 

Compare the treatment of salesmen with the percentage depletion allowance 
now authorized to persons who have an interest in oil properties. Here, a con- 
tinuous and extremely substantial deduction is allowed irrespective of the fact 
that total cost of the property may have been recovered from gross income. 

In substance, the Bureau of Salesmen’s National Associations states to this 
committee that technical refinements of the tax laws which appear theortically 
sound must be viewed in terms of their practical impact on individual segments 
of the economy. We sincerely submit that the commissioned commercial traveler, 
an example of the typical small businessman, will unfairly find his tax burdens 
increased by passage of H.R. 10491. 

Thank you for allowing me to appear before you today. 


STATEMENT OF MINUTE Marp Corp., ORLANDO, Fta., REGARDING H.R. 10491 AanpD 
H.R. 10492, EmBopyInGc ADMINISTRATION’S RECOMMENDATION TO REVISE THE 
Tax ON GAINS FROM SALES OF DEPRECIABLE PERSONAL PROPERTY 


We oppose the enactment of H.R. 10491 or H.R. 10492. These bill would 
subject gains on sales of tangible personal property used in the trade or business 
to ordinary income tax to the extent that the gain did not exceed the aggregate 
depreciation deductions with respect to the property. Only when the sales price 
exceeded the original cost would the provisions of section 1231, which generally 
permit capital gain, apply. Under present law, such provisions apply to the 
entire gain. 

This drastic remedy is alleged to be necessary for the sound administration 
of the depreciation laws—in other words, to cope with the problem presented by 
excessive depreciation claimed under existing law, by taxpayers who underesti- 
mate useful lives of property and salvage values. But the proposed solution 
would go far beyond the alleged evil—it would convert to ordinary income not 
only the gains which result from excessive depreciation deductions, but also 
those which result from fluctuations in the extremely volatile market for sec- 
ond-hand machinery and equipment, and from inflationary price levels. 

It is an established concept of Federal income taxation that gains which 
reflect appreciation in value of property over an extended period should be taxed 
at a lower rate than manufacturing and trading profits and similar ordinary 
income. Where such appreciation results from inflation, it is doubly important 
that this principle be observed, as it is penalty enough to a taxpayer to tax at 
capital gains rates a so-called gain which merely reflects inflation, without im- 
posing the full graduated income tax rate on a gain which is really a fiction 
in the first place. 

The objective sought by this legislation—the improved administration of the 
depreciation laws—should instead be pursued through an expanded training 
and education program. Significant improvements were made in the deprecia- 
tion regulations promulgated in 1956—some of the basic concepts were refined 
and the rules were much more clearly stated. With more time and effort 
devoted to training of examining agents and education of taxpayers, enforce- 
ment of the depreciation rules could be greatly improved. Resolution of con- 
troversies over depreciation now before the courts (including the Supreme 
Court) would also aid in establishing uniform rules, which could more readily 
be enforced. 

It would be naive to believe that enactment of this legislation would permit 
the Treasury to accept taxpayer estimates of useful life and salvage value with- 
out question. The initial revenue loss would be too great if taxpayers were 
given a free rein. Therefore the deduction would have to be policed anyway. 

In summary, we oppose enactment of the legislation for the following reasons: 

1. It would unfairly tax gains which are attributable to maket fluctuations or 
to inflation, rather than to excessive depreciation allowances. 

2. The objective of the legislation could be attained through stepped-up 
‘training and education activities. 
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3. The Treasury would have to continue to police depreciation allowances even 


if the legislation were enacted, as the initial revenue losses would be excessive 
if taxpayers were given free rein. 


NATIONAL ASSOCIATION OF Motor Bus OPERATORS, 


Washington, D.C., March 4, 1960. 
Re H.R. 10491 and H.R. 10492. 


Hon. WILBUR MILLs, 

Chairman, Committee on Ways and Means, 
U.S. Congress, 

Washington, D.C. 


Deak Mr. Mitts: The National Association of Motor Bus Owners is a trade 
association which represents virtually the entire intercity bus industry. At the 
latest meeting of the association’s board of directors a resolution was adopted 
in opposition to the enactment of H.R. 10491 or H.R. 10492. 

The association basically is in agreement with the views in opposition to these 
bills expressed by the National Chamber of Commerce and the National Associa- 
tion of Manufacturers in hearings conducted by your committee. Consequently, 
this letter, which we request be incorporated in the record, will be restricted to a 
brief statement of some of the problems presented to our industry by the pro- 
posed legislation. 

Since World War II the financial condition of the intercity bus industry has 
not been as healthy as is desirable from the standpoint of furnishing most ef- 
ficient service to the public and of maintaining an eflicient fleet for use in the 
event of national emergency. 

While substantial progress has been made in modernizing the bus fleet of the 
industry, much remains to be done. The average age of vehicles in service as 
of December 31, 1958, the most recent year for which data is available, was 
higher than desirable as shown by the following association data prepared from 
official ICC records: 

Average age 


in years 
Ip a 6.8 
a TI ie an meer ene bseeicdaedaiemeaeadenieddae maaan 6.3 
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With respect to the smaller companies, which furnish the only public trans- 
portation in hundreds of small communities, approximately 62 percent of the 
bus fleet was comprised of year models prior to 1951. By like token, only half 
of these vehicles had been converted from gasoline to diesel fuel. 

A difficulty in modernizing the fleet, apart from a general shortage of capital 
in the industry, has been due to substantially increasing purchase costs. As 
shown in the following table, the average cost of new buses used by the industry, 
representing improvements in the buses as well as inflationary trends, has in- 
creased from $12,355 in 1944 to $40,321 in 1958: 





companies companies companies companies 





Year model All | Large Medium Small 
| 
| 


1944 and earlier 
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Fleet modernization traditionally has followed a pattern of the larger 
earriers selling used equipment to smaller carriers, using the proceeds of sale 
to finance partially the acquisition of a new unit. Through this device, both the 
large and small carriers improved the quality of their fleets. 

The proposed legislation would affect adversely this modernization trend. 
Rather than be subjected to ordinary income tax and the resulting expenditure 
of capital funds which would otherwise be available for investment in new 
equipment, the larger carriers would tend to operate equipment longer. The log- 
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ical result would be that the larger carriers would postpone modernization and 
the smaller carriers would be cut off from their principal source of obtaining 
higher-grade equipment. 

The incentive for modernization of the bus industry, which was provided by 
enactment of section 167 of the Internal Revenue Code of 1954, will be effectively 
curtailed by enactment of the proposed legislation. This reduction of incentive 
would be particularly unfortunate for this industry since there is no trend or 
tendency to convert ordinary income into capital gain through the combination of 
depreciation deductions and relatively quick sales of equipment. This is clear 
from the average age of rolling equipment in the industry as shown above. 

Consequently, our industry urges that the proposed legislation not be en- 
acted or, in the alternative, that it be deferred until the committee can consider 
the entire problem of depreciation and business incentive. Nevertheless, if leg- 
islation of this type is to be enacted, we urge that it apply only to assets with 
a useful life of 3 years or less, which is the area where the greatest possibility 
of abuse may occur. 

Sincerely yours, 


A. W. Koren ter, Secretary-Manager. 


Marcn 4, 1960. 
Hon. WILBUR D. MILLs, 


Chairman, Committee on Ways and Means, 
U.S. House of Representatives, Washington, D.C.: 


American Merchant Marine Institute, Inc., representing overwhelming a ma- 
jority of American deep-sea operations, vigorously opposes H.R. 10491 and 
H.R. 10492. Provisions contained therein should not be considered in advance of 
thorough reevaluation of where present governmental depreciation practices are 
leading American industry. 

Principles embodied in bills are fragmentary aspect of basic depreciation 
policy and therefore represent piecemeal approach to overall problem which 
should not be considered in isolation. 

As applied to our industry in particular with ships as long-term capital assets, 
capital gains result from inflation rather than inappropriate schedule of 
depreciation. Therefore proposed legislation misconceives real problem. Infla- 
tionary factors have had monumental impact on our program of replacing World 
War II vintage vessels. Congress has only recently enacted legislation to assist 
procurement by lines of equity capital to enable private financing of new vessels. 
Present proposal would negate these actions by seriously reducing through taxa- 
tion limited capital available to lines as result of sale or trade-in of their 
present aged vessels. 

Urge your committee not to pass out bills favorably ; ask that this communica- 
tion be made part of record. 


ALVIN SHaprtro, Vice President. 


Tue ASSOCIATED GENERAL CONTRACTORS OF AMERICA, INC., 
Washington, D.C., March 2, 1960. 
Hon. Wiizur D. Mitts, Chairman, 
Committee on Ways and Means, U.S. House of Representatives, New House 
Office Building, Washington 25, D.C. 

Dear Mr. Mitts: This is in response to your press release of February 17, 
1960, announcing consideration of the Treasury Department proposal to treat 
gains from sale of depreciable personal property as ordinary income, eliminating 
the opportunity to convert such income into capital gains. 

Our comments reflect the views of our membership, composed of more than 
7,200 general construction contracting firms. 

We strongly protest the elimination of the capital gains treatment option. 
Moneys received from the disposal of depreciable property are not part of 
income derived from the primary business functions of a construction firm. 

More important, the capital gains treatment of these funds provides the only 
possible means of replacement of equipment with machines having equal produc- 
tivity. The removal of this option will prohibit maintenance of high produetive 
capacity in our highly competitive industry, and will drastically inerease 
construction costs. 
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The alleged gains from disposal of depreciated property reflect only inflated 
replacement costs, and cannot be regarded as income in any sense of the word. 
We sincerely hope that this proposal, which would severely restrict replace- 
ment of productive tools in our industry, will not be recommended by the 
Committee on Ways and Means. 

Sincerely yours, 
JAMES D. MARSHALL, 
Ezvecutive Director. 


NATIONAL ASSOCIATED BUSINESSMEN, INC., 
Washington, March 2, 1960. 
Hon. Wiisur D. MILs, 
Chairman, Ways and Means Committee, 
U.S. House of Representatives, 
Washington, D.C. 


Dear Mr. Mrius: My name is Bilton B. Kile. I am president of National 
Associated Businessmen, Inc., an organization of some 700 businessmen in all 
parts of the Nation. 

Our charter directs that, on behalf of our members and affiliated groups, we 
will conduct research on problems common to business and then distribute our 
findings through appropriate channels. 

Our object is to encourage mutual understanding of problems of the business 
community and to stimulate public interest in sound tax laws and other measures 
that will preserve for our economy the benefits of the American system of free 
enterprise for profit. 

My statement to your committee is made pursuant to that directive. 

Equitable tax treatment on depreciation of business tools is vitally important 
in many ways. 

It is important to the specific taxpayer whose business future depends upon 
his ability to replace these tools. 

It is important to the investors and employees whose economic well-being 
likewise depends upon this ability. 

It is important to the industries which supply these replacements, and to 
their employees and investors. 

In fact, it is important to every American, for it affects our standard of living, 
our capacity to fight inflation through efficient production, our national eco- 
nomic potential, and our national security at a time of grave peril to democratic 
institutions everywhere. 

The significance of modern production capability to national security is clearly 
recognized by the Soviet Union. The Communist rulers of the U.S.S.R. make 
the claim that they plow back a larger share of their gross national product 
into the tools of production than we do. 

This may be true. At any rate, their policy represents the decision of 
unchallenged central authority. 

By contrast, under our economic system, whether our tools of production— 
and therefore our national security—measure up to the tasks before us is a 
matter requiring individual decisions on the part of free-enterprise managers in 
individual corporations. 

Their decisions, turn, reflect the availability of funds for the procurement 
of new equipment and the prospect that such outlays of capital will result 
in future profits. 

Government enters these decisions to the extent that tax treatment for de- 
preciation influences managements one way or another. Taxes, obviously, 
affect both the availability of capital reserves and the outlook for profits, and 
managerial decisions must turn on these questions. 

This committee, I am sure, is aware that a rapid tax writeoff on the basis of 
certificates of necessity—although clearly necessary at the time—could not 
quickly correct the deterioration of the tools of production that accompanied 
World War II and the conflict in Korea. Most spokesmen for business today 
agree that effective action now is highly preferable to future certificates of 
necessity issued in the urgency of another national crisis. 

National Associated Businessmen believe the Congress would be serving the 
highest public interest if it takes prompt action to remedy—on a broad and 
permanent scale—the laws and regulations bearing on the tax treatment of 
obsolete equipment. 
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We believe that effective measures by the Congress will restore and expand 
our production facility base and that this in turn will broaden the income tax 
base—which already depends in large measure upon the volume of profitable 
production. 

The Treasury proposal now before this committee recognizes this problem— 
but does not come squarely to grips with it. H.R. 10491 is predicated on the 
assumption that by witholding capital gains treatment from income traced to 
rapid tax writeoffs, the Treasury can afford to show greater leniency in accept- 
ing taxpayer judgment on depreciation claims. 

At present these negotiations are often characterized by prolonged haggling 
between tax collectors and taxpayers—not a satisfactory situation, to be sure, 
and the Treasury’s efforts to correct this situation are commendable. 

Nevertheless, the fact that H.R. 10491 has even been proposed seems to reflect 
the Treasury’s assumption that the focal issue here is a potential tax dodge by 
business through a more liberal, but not necessarily justified, policy on deprecia- 
tion allowances. 

This assumption, in our opinion, is unfortunate, for it indicates to us that the 
central economic significance of realistic depreciation tax policy is not yet widely 
recognized, or at least it is not accepted as sufficiently valid grounds for really 
meaningful and productive reforms. 

It is not necessary to review at this point the excellent statements on deprecia- 
tion tax policy that were presented to this committee by a panel of experts last 
November. These statements dealt not only with present unsound procedures 
and rates of allowance, but also the pressing need for a more trustworthy yard- 
stick than historic cost as a measure of allowance that will permit replace- 
ment of wornout capital equipment as a recognized cost of production. 

Doubtless the members of this committee who have studied this problem agree 
with the panel of experts as to the urgent need for appropriate remedies—not 
only as a matter of taxpayer equity, but also because of the public interest and 
national security issues involved. 

At the same time, it cannot be ignored that any fundamental remedial legis- 
lation that this committee may see fit to report could be subject to some public 
misunderstanding, as well as to demagogic denunciation that business is being 
offered a tax loophole or windfall. 

Under these circumstances, and in view of the need for general public 
understanding of economic and security aspects of this problem, National 
Associated Businessmen respectfully ask this committee to establish a non- 
partisan commission of experts to analyze the problem and submit recommenda- 
tions to the Congress early in 1961. 

We believe that such a commission should be broadly representative of the 
many interests involved, as were the Hoover Commissions. 

This recommendation is made only after our organization completed a careful 
study of the history of this problem through the depression of the thirties, 
the preparedness program, World War II, the brief postwar period before Korea, 
the Korean conflict itself, and the subsequent cold war. 

National Associated Businessmen believe that a commission composed of 
persons of recognized ability and integrity, created by the Congress and directed 
to undertake a comprehensive review, would generate a high degree of public 
understanding both of the true nature and basic importance of the depreciation 
problems and would enlist broad public support to the commission’s recom- 
mended basis of solving the problems. 

In our opinion, once the facts are assembled and presented in this manner 
to the American people, the corrective measures that your committee could 
develop would be swiftly enacted into law. 

Very truly yours, 


ELTron KIre, 
President. 


AMERICAN NEWSPAPER PUBLISHERS ASSOCIATION, 


New York, N.Y., February 24, 1960. 
Hon. Wrie0r D. MILs, 


Chairman, Ways and Means Committee, House of Representatives, Washington, 
DC. 


Dear Mr. CHAIRMAN: I understand the House Ways and Means Committee 
is now considering certain bills to amend and revise the Internal Revenue Code 
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and that some of these bills relate to changes in the present provisions dealing 
with depreciation, with hearings v9 be held March 2-4. 

IT wrote you March 6, 1959, expressing the views of the ANPA that not only 
the daily newspaper business, but business and industry generally desperately 
heed a modern depreciation law for tax purposes which will recognize inflation 
and obsolescence of machinery and equi) went. 

Treasury Department Ruling No. 4422 was issued in 1935. It deals with a 
tax depreciation policy which in our belief is no longer realistic. No reeognition 
is given to the tremendous technological ,trides made in the development of 
new machinery and equipment, particularly since World War II, nor to the tre- 
mendous increase in the cost of replacement of old or obsolescent machinery and 
equipment. The revenue law of 1954, while rccognizing this problem to some 
extent, provides insufficient relief to meet present day problems. Depreciation 
under the 1954 revenue law is based on original cost. This is inadequate to 
provide funds for replacement at the substantiall, higher prices which must 
now be paid. In some cases the dollar cost is as much as 135 percent more than 
15 years ago and to meet this added cost companies must take additional money 
from their earnings after taxes. 

It has been contended by many well-informed persons what the lack of liberali- 
zation of depreciation policies was an important contributory factor to the 
recession of 1958 and to the slow recovery from that revession. These people 
believe that a modernized depreciation law providing sound incentives for new 
investments in capital goods would bring increased momentum in business 
recovery and aid greatly in reemployment of many thousands of workers, 

The number of daily newspapers in the United States declined in the last 20 
years from 1,936 in 1988 to 1,752 at the end of 1958. Many of these 184 daily 
newspapers which no longer exist died because they could not keep up with the 
need for modernization of plant and equipment to meet modern competition. 

The daily newspaper niust plan constantly for modernization of its production 
equipment. This is made difficult and almost impossible in some cases under 
present depreciation law and Treasury Department policy. Two factors con- 
stantly press the publisher—inflation and obsolescence. 

The factor of inflation is present in all business and the same is true of 
obsolescence. However, it is only in comparatively recent years that rapid 
strides have been made in developing new types of newspaper production equip- 
ment. This emphasizes the depreciation problem because of the greater need 
for modern equipment to enable the daily newspaper to serve its readers and 
advertisers, preserve good jobs for its employees, and at the same time operate 
at least at a reasonable degree of profit. 

It is the hope of this association that your committee will give consideration 
to the problems confronting daily newspapers along with other small businesses— 
and it is a fact that a large majority of daily newspapers in this country have 
circulations far under 50,000 per day. 

I would like to have this letter made a part of the record of your hearings. 
Any consideration you can give to our problems will be appreciated. 

With high esteem. 

Sincerely yours, 
CRANSTON WILLIAMS, 
General Manager. 


CONTROLLERS INSTITUTE OF AMERICA, 
New York, N.Y., March 2, 1960. 
Hon. WILBUR D. MIL1s, 


Committee on Ways and Means, House of Representatives, House Office Building, 
Washington, D.C. 


Dear Sin: This is in reference to proposed legislation introduced before the 
House of Representatives on February 17, 1960, in identical bills H.R. 10491 and 
H.R. 10492 under which changes would be made in the income tax treatment of 
gains realized on the sale or exchange of tangible personal property used in a 
trade or business. 

The committee on Federal taxation of the Controllers Institute of Americ: 
wishes to express its approval in principle of the announced purpose of these bills. 
Request is hereby respectively submitted, however, to have the following com- 
ments and suggestions entered in the reeord and included in your consideration 
of this matter. 
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As is the custom of our committee, we have prepared a number of recommenda- 
tions concerning various phases of the income tax laws applicable to corpora- 
tions. One of such recommendations, a copy of which is attached in the form in 
whieh it was just recently completed and adopted, contains a restatement of our 
position on depreciation. As may be noted from the attached, one of the pro- 
posals made in this area (item 3) is entirely consonant with the purpose of 
H.R. 10491. It seems unthinkable to us, however, that such change would be 
adopted without a clear statement being included in the law to the effect that the 
purpose thereof is to relieve the administrative pressures heretofore exerted in 
the matter of the establishment of service lives and salvage values. In his 
budget message presented to the Congress on January 18, 1960, President Eisen- 
hower outlined his position on this point as follows: “If gain from the sale of 
depreciable personal property were treated as ordinary income, the advantage 
gained in claiming excessive depreciation deductions would be materially reduced 
and the taxpayer’s judgment as to the useful life of his property could more 
readily be accepted.” 

Likewise, in the letter written by Secretary of the Treasury Anderson submit- 
ting the proposed bills to the Congress, the following statement was made: 

“The proposed statutory change * * * would make it possible for agents of the 
Internal Revenue Service to accept more readily taxpayer judgments and tax- 
payer practices with respect to depreciation rates and salvage value.” 

It nay also be recalled that the capital gains treatment which it is now pro- 
posed to eliminate was introduced initially into the law as a relief provision. 
Elimination of such provision should therefore not be undertaken without recog- 
nizing and providing for reversal of the influence it has had on the collateral 
issues of service life and salvage value. 

In recognition therefore of the full scope of the problem underlying the pres- 
ently proposed legislation it is strongly urged that consideration be given the 
recommendation contained in item 3 of the attached statement and to the col- 
lateral suggestions contained in items 1 and 2. 

On the same subject but not necessarily within the area currently under study 
by your committee is the matter of cost-level depreciation referred to in item 4 
of the attached statement. We truly believe that there is urgent necessity for 
prompt consideration of the effects of inflation on the productive capacity of 
this Nation and it is therefore recommended that our proposal in this latter 


connection be given serious and separate attention by your committee at the 
earliest possible date. 


Very truly yours, 


R. J. Laxport, 
Chairman, Committee on Federal Taxation, Controllers Institute of America. 


STATEMENT OF COMPTROLLERS INSTITUTE OF AMERICA, COMMITTEE ON FEDERAL 


TAXATION, RELATING To DEPRECIATION AND RECOMMENDATIONS OF CHANGES IN 
REVENUE LAWS 


Depreciation allowances under existing revenue laws and administrative 
practices are wholly inadequate. Outmoded concepts of useful life, particularly 
as evidenced by failure to give appropriate recognition to the factor of obso- 
lescence, the conceptualistic approach currently being taken in the matter of 
inclusion of a salvage factor in the determination of depreciation allowances, 
and continuation of the statutory limitation of the depreciation deduction to an 
original cost basis, have combined to place industry at a serious disadvantage 
in its efforts to preserve the integrity of its existing capital. 

Although changes in depreciation provisions included in the 1954 Internal 
Revenue Code were an improvement over prior law, these changes have resulted 
in the introduction of more rather than less rigidity in administrative practices. 
Much could be accomplished administratively, therefore, by a more realistic 
attitude toward the physical facts of today’s economy. More importantly, how- 
ever, further statutory changes are needed. The following are recommended 
for early consideration : 

(1) Provision should be made whereby there is created a statutory presump- 
tion of correctness when service lives used for tax purposes are no shorter than 


those used by the taxpayer in determining depreciation reported in his regular 
books of account. 
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(2) Section 167 should be modified to permit a taxpayer to change depreciation 
methods or rates as the conditions applicable to his business require and he 
should be accorded the automatic right to shift at his option between the 
methods available under section 167(b). 

(3) Salvage value should be specifically permitted to be excluded as a factor 
in the determination of depreciation allowances. Collateral to the adoption of 
such a provision, section 1231 might be amended in such manner that the net 
proceeds from the sale or other disposition of depreciable assets would be taxesd 
as ordinary income to the extent of the original cost of the assets disposed of. 
Proceeds in excess of original cost should, however, continue to receive treatment 
as capital gains. 

(4) Provision should be added under section 167 recognizing cost-level depre- 
ciation. Various methods have been suggested to implement this proposal. We 
believe the most practical of these to be a procedure whereby depreciation com- 
puted on the basis of historical cost would be adjusted in relation to a generally 
accepted index of the current cost of taxpayer’s depreciable property to its 
historical cost. For practical purposes, and as an element of control where this 
approach is selected, the actual depreciation allowance should be limited to the 
amount recognized by the taxpayer in his books of account. 

The importance of the depreciation problem cannot be overstated. The 
national interest demands that early consideration be given to a more real- 
istic approach to this problem and we strongly urge that procedures along the 
lines here suggested would best serve that interest. 


SARAMAR ALUMINUM Co., 


Youngstown, Ohio, March 2, 1960. 
Re H.R. 10491 and 10492. 


Mr. Leo H. Irwin, 

Chief Counsel, Committee on Ways and Means, 
1102 New House Office Building, 

Washington, D.C. 


Dear Mr. Irnwin: On behalf of Saramar Aluminum Co., I would like to ex- 
press opposition to H.R. 10491 and 10492 as it now stands before your committee 
which would treat the gains from sales of depreciable property as ordinary in- 
come. 

Section 1231 of the 1954 Code and recent legislation permitting accelerated 
depreciation rates and additional first-year depreciation were designed to en- 
courage the replacement of old equipment and investment in new and modern 
equipment, thereby creating greater demand for capital goods with the resulting 
economic advantages to the country as a whole. The changes advocated by 
the Treasury Department repudiate, in part, this basic idea. Apparently some 
small groups of taxpayers are achieving a decided tax advantage, such as equip- 
ment rental companies, whereby they can turn over their depreciable assets in 
a relatively short period of time, replace them new at almost their original cost, 
and through the use of favorable depreciation rates and methods, convert their 
gain to a capital gain. It may well be that a modifiaction of section 1231 is in 
order to cover these groups whereby a required holding period would determine 
whether or not capital gain results. 

The majority of taxpayers seldom acquire depreciable assets to be used in 
its business with an eye to the capital gain that might accrue in 15 years or so. 
Theoretically, the undepreciated cost of such an asset should equal its market 
value at any particular time, assuming the correct depreciation rate and method, 
and a constant dollar value. Any excess of selling price over undepreciated 
cost would therefore be a reflection of inflation. It seems that under the pro- 
posed legislation, the Treasury would be taxing the shrinking dollar over which 
the taxpayer has no independent control and yet not permitting the taxpayer 
to take this loss of purchasing power into consideration for depreciation purposes. 

Another very important aspect which may have been overlooked is the oppor- 
tunity the taxpayer has had to absorb capital losses with gains from the sale 
of depreciable assets. Losses are seldom appealing to a taxpayer whether they 
be ordinary or capital losses, but a capital loss presents a serious disadvantage 
especially to a corporate taxpayer, in that such losses are not deductible unless 
applied against capital gains. The proposed legislation does not provide for 
any relief to the taxpayer with respect to these capital losses. It seems only 
reasonable that notwithstanding any of the previous arguments against this 
bill, capital losses should be permitted to be applied against gains arising from 
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the disposal of depreciable property before ordinary tax rates are applied. As 
a further protection to the corporate taxpayer, it seems only fair and reasonable 
that capital losses in any event be permitted to be amortized in the same or 
some similar manner as that permitted to individual taxpayers. 

I would strongly recommend to your committee that sufficient time be given 
to consider all aspects of the legislation you are proposing. The announcements 
of the hearings are of short notice and I feel certain that many quarters will 
want to be heard before this subject comes to a vote. 

Very truly yours, 
GeorceE F.. O’HareE, Comptroller. 


Powers CHEMCO, INC., 
Glen Cove., N.Y., March 2, 1960. 
Re H.R. 10491. 
Hon. WILBUR D. MILLs, 
Chairman, House Committee on Ways and Means, 
New House Office Building, Washington, D.C. 


My Dear CHAIRMAN MILts: As the head of a small Long Island, N.Y., business, 
actively, and, I hope, successfully, in competition with such corporate giants as 
Eastman Kodak and the photographic divisions of the Du Pont Co., I was greatly 
dismayed upon learning of the full purport of H.R. 10491 and its companion 
measure H.R. 10492. This measure, as I understand it, would be applicable to 
all sales or taxable exchanges of tangible depreciable personal property occur- 
ring after the bill’s enactment and would render any gain realized thereon tax- 
able as ordinary income to the degree depreciation had been earlier allowed 
or allowable thereon. If enacted into law without change, your bill, Mr. Con- 
gressman, would deal my company and many, many other small corporate 
ventures a very serious tax blow. 

Only about 18 months ago, the Congress, in the Technical Amendments Act 
of 1958, adopted comprehensive and far-reaching tax incentives to encourage 
and foster small business, One of the most fruitful of the measures contained 
in that legislation lay in the addition of section 179 to the Internal Revenue 
Code. Very real tax incentives wer extended by section 179 to investments made 
in tangible depreciable property having a life or not less than 6 years when 
held for productive use in trade or business or for the production of taxable 
income. By reason of the adoption of section 179, my company and certain of 
its subsidiaries have already ben enabled to acquire badly needed machine 
tools and other section 179 qualified property by tapping investment funds other- 
wise not available to them. With the enactment of H.R. 10491 in its presently 
proposed form, these funds will promptly and permanently dry up. 

It seems highly inconsistent for the Congress in 1958 to adopt, after lengthy 
and careful study, a whole series of measures designed to aid and encourage 
small business in this country and then in 1960 enact a tax measure which will 
successfully negate one of the key tax incentive measures adopted only 18 
months previous. That is, to cancel out those contained in section 179 when 
taken in conjunction with the terms of section 1231, an integral part of the 
Nation’s tax laws since 1942, would prove highly disadvantageous to small 
business. 

Small business in this country is still in desperate need of every bit of aid 
and assistance that our National Government can extend to it. Tax relief 
measures should be increased, not diminished, as H.R. 10491 so potently would. 
May I therefore respectfully request that before your able and conscientious 
committee undertakes to report this bill out, the most serious thought first 
be given to inserting a saving clause whereunder the tax benefits held out to 
small business in section 179 of the Code may be retained intact. 

Due to the severe time pressures your committee necessarily faces, I have 
made no attempt to be heard in person on this measure. May I, however, re- 
quest that my letter be included in the record of the hearings before your com- 
mittee scheduled for March 2-4, 1960? I am also forwarding a copy of this 
communication to all the other members of your committee with a request that its 
contents be given impartial and objective consideration. 

Very sincerely yours, 
FRANK T. Powers, Jr., President. 


53624—-60——-11 
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WHITMAN, RANsoM & COULSON, 
New York, N.Y., March 1, 1960. 

To the Honorable MEMBERS OF THE COMMITTEE ON WAYS AND MEANS, 

House of Representatives of the Congress of the United States. 


GENTLEMEN: This statement is submitted in respect of pending bills H.R. 
10491 and H.R. 10492, which propose to amend the Internal Revenue Code by 
the addition thereto of section 1238A. Proposed section 1238A would tax as 
ordinary income the gain on the sale of “tangible personal property” used in 
the trade or business and of a character which is subject to the allowance for 
depreciation, to the extent that depreciation has been allowed or was allowable. 

Property used in the trade or business is part and parcel of the business, 
and its sale or exchange is a normal and real incident of operations. Losses 
from the sale of business properties are very real and the Internal Revenue 
Code properly permits their deduction in full against ordinary income and 
their inclusion in any net operating loss carryback or carryforward. Present 
Internal Revenue law, in section 1231, taxes as long-term capital gain any 
profit on the sale of such property. Such largess seems unwarranted and any 
such gain on the voluntary disposition of business property, whether depreci- 
able or not, should, in our opinion, be taxed as ordinary income. Further, a 
valid distinction exists between dispositions which are at the volition of the tax- 
payer and those which are not, as by reason of condemnation or threat of 
condemnation. The capital-gains treatment of gain from the nonvoluntary 
sale of property should therefore, in our opinion, be continued. 

These objectives can be achieved by amending the first sentence of section 
1231(a) as follows [stricken matter in brackets] : 

“GENERAL RULE.—If, during the taxable year, [the recognized gains on sales 
or exchanges of property used in the trade or business, plus] the recognized 
gains from the compulsory or involuntary conversion (as a result of destruc- 
tion in whole or in part, theft or seizure, or an exercise of the power of requisi- 
tion or condemnation or the threat or imminence thereof) of property used in 
the trade or business and capital assets held for more than 6 months into other 
property or money, exceed the recognized losses from such sales, exchanges, and 
conversions, such gains and losses shall be considered as gains and losses from 
sales or exchanges of capital assets held for more than 6 months.” 

The language of proposed section 123SA seems subject to three fundamental 
objections, namely, (1) its application only to “tangible personal property,” with 
the consequent omission of depreciable real property; (2) its application to all 
of such property transactions including nonvoluntary sales and exchanges; and 
(3) the use, without definition, of the term “personal property.” 

The stated purpose of proposed section 1238A is to make less critical the exact 
determination of depreciation rates and salvage values, by taxing as ordinary 
income gain attributable to depreciation allowances which have been taken as 
ordinary deductions. The problem of determining depreciation rates and esti- 
mating salvage values presents the same problems for industry and the Internal 
Revenue Service whether the property is personal or real. Thus there is no 
apparent sound reason for limiting its application to personal property. <Ac- 
eordingly, it is proposed that the word “personal” be deleted. 

Proposed section 1238A applies to the sale or exchange of all tangible personal 
property used in the trade or business subject to depreciation, without regard 
to whether the sale or exchange was voluntary or the result of condemnation or 
the threat of condemnation. There is full justification for differentiating a sale 
that is voluntary from one that is not voluntary, and it is suggested that it is 
not equitable to tax gain at ordinary income rates where the sale or exchange 
was made under compulsion. As a matter of fact, by limiting proposed section 
1238A to sales and exchanges, involuntary conversions in the nature of condem- 
nations or threats thereof would be taxed at ordinary rates, while gains on in- 
voluntary conversions in the nature of fire, theft, or casualty, would continue to 
be taxed at capital gains rates under section 1231. No logical reason for this 
distinction appears. 

The use of the term “personal property,” without definition, is unfortunate. 
There is no generally accepted meaning of the term and the line of demarcation 
between “real property” and “personal property” varies not only among juris- 
dictions, but within a given jurisdiction it varies greatly. A brief note as to 
these variations is appended. It is believed that retention of the term “per- 
sonal property” without extensive and detailed definition will create substantial 
administrative problems and result in extended litigation. 
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In view of the foregoing, it is suggested that if the purpose is to be attained 
by the use of proposed section 1238A (instead of the simple amendment to sec. 


1231 which we first endorsed), that its language be redrafted to read as follows 
(stricken matter in brackets; new matter in italic) : 


“SEC. 12384. TREATMENT OF GAIN FROM SALE OR EXCHANGE OF TANGIBLE 
(CerersonaL] PROPERTY USED IN THE TRADE OR BUSINESS. 


“Except to the extent that section 1238 is applicable, gain from the sale 
or exchange of tangible [personal] property used in the trade or business, 
of a character which is subject to the allowance for depreciation under 
section 167 or 611 (except property which is sold or exchanged by reason of 
compulsory or involuntary conversion), to the extent that the adjusted basis 
of such property is less than its adjusted basis determined without regard 
to section 167 or 611, shall be considered as gain from the sale of property 
which is neither a capital asset nor property described in section 1231.” 

It is submitted, however, that taxation as ordinary income of gains on dis- 
position of business property should not be limited to tangible depreciable prop- 
erty, but should apply to section 167 property and also to gain from the voluntary 
sale of land and other nondepreciable property used in the trade or business. 
Accordingly, my preference to accomplish this purpose is the amendment of sec- 
tion 1231 as suggested earlier in this statement. 

Respectfully submitted. 


JAMES K. POLK. 
APPENDIX 


The following differing classifications of properties in various jurisdictions 
are merely examples and are not intended to be all-inclusive. 

Electric distribution facilities installed pursuant to franchise in public streets 
are considered real property in New York State (Matter of City of New York 
(Gillen Place), 304 N.Y. 215), but are personal property in Rhode Island 
(Newport Illuminating Co. v. Tax Assessors, 19 R.I. 632); Iowa (Jn re Des 
Moines Water Co., 48S Iowa 324); and Connecticut (Connectieut Light & Power 
Co. v. Oxford, 101 Conn. 383). However, distribution facilities and meters in- 
stalled on the consumer’s premises are personal property even in New York 
State (People ex rel. New York Edison Co. v. Feitner, 99 App. Div. 274, affirmed 
181 N.Y. 549). 

Powerhouse and substation equipment are real property in New York State 
(People ea rel. Interborough Rapid Transit Co. vy. O'Donnel, 202 N.Y. 313), 
but are personal property in Texas (J’ewas Power and Light Co. vy. Malone, 
42 S.W. 2d 845). 

To further illustrate the confusion which exists in the law, heavy looms in 
a woolen mill are personal property (Murdock v. Gifford, 18 N.Y. 28), while 
grist-mill machinery is real property (Potter v. Cromwell, 40 N.Y. 287). Saw- 
mill machinery is real estate (Union Trust Co. v. Southern Saimills & Lumber 
Vo., 166 Fed. 198), but millwork machinery may be either realty or personalty 
(compare Buss Machine Works v. Watsontown Door & Sash Co., 2 F. Supp. 
758, with Langdon vy. Buchanan, 62 N.H. 657). 

Similar differences of classification exist with respect to kitchen cabinets, gas 
and electric ranges, electric elevators, sprinkling systems, building heating 
boilers, piping and radiators, and oil burners attached to boilers. 

Finally, seats installed in an opera house have been classified real property 
(National Theatre Supply Co. v. Mishler Theatre Co., 312 Pa. 250), but seats in 
the Polo Grounds in New York City were held to be personal property (National 
Exhibition Co. v. Miller, 263 App. Div. 799, affirmed 288 N.Y. 698). 


KANSAS Crtry, KaAns., March 1, 1960. 
Reference: H.R. 10491. 


COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington, D.C. 
(Attention of Mr. Leo H. Irwin, Chief Counsel). 


GENTLEMEN: It has been quite disturbing to me to see reports that your com- 
mittee is considering the disallowance of capital gain on the sale of depreciable 
personal property used in business to the extent of depreciation previously taken 


on the property. I feel this is a big step toward killing the goose that has been 
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laying the “golden egg.” So far as a rental equipment business is concerned, this 
has the effect of killing the profit incentive for investment of capital in rental 
inventory. 

For over 25 years I have been a member of a firm specializing in the rental of 
heavy construction equipment. At the end of 1959 we had over $824,000 invested 
in our rental inventory. In the past 5 years we paid approximately $380,000 
income tax to the Internal Revenue Department. Had we not carried a sizable 
rental inventory investment, the income tax produced by our company would 
have been only a small percentage of this amount. In addition, both the large 
and the small contractor finds that it is not practical to invest in an expensive 
piece of equipment that can be used only a small percentage of the time. Very 
often the equipment purchased for one job will not meet the specifications of 
many other jobs, and as a result the contractor cannot afford to make this in- 
vestment but rents the proper size equipment in order to retain his working 
capital for the operation of his own business. If our rental stock was not avail- 
able there would be several millions of dollars of additional investment in inven- 
tory by contractors that would be drawing depreciation. Instead, they rent 
from us and we pay the income on this rental business—income which has been 
well up in the excess-profits bracket since that tax law was passed. 

Our Nation has grown to be an industrial giant among the other nations of 
the world—based on the profit incentive where our tax laws provide reasonable 
protection for invested capital. 

In our business we have always considered that depreciation taken on our 
rental inventory was to provide for the depletion of its life and was to be con- 
sidered a cost against rental income. In arriving at rental profit on a given 
piece of equipment we figure rental income less the combined cost of mainte- 
nance and depreciation. 

It is easy to understand what inflation does to investments in personal prop- 
erty where it is purchased at a given price, used for the production of income 
for 5 to 10 years, and then sold on the basis of replacement price nearly double 
the original price. Naturally, its sale will show a profit; however, don’t over- 
look the fact that it must be replaced at the higher cost. To tax the profit (due 
to inflation) at regular excess-profits rates and then expect purchase of the new 
replacement at the higher cost causes a great depletion of capital. This is very 
unsound economy. 

I would readily agree that depreciation should not be allowed beyond the 
income provided by the property while in capital inventory, but to charge the 
high tax rate against its depletion is confiscation of invested capital. 

Please keep in mind the very considerable difference between the use of per- 
sonal property in the production of income and the use of money invested in 
stocks and bonds. The personal property becomes worn out and obsolete so 
it must be replaced periodically. 

I earnestly appeal for the preservation of invested capital, keeping in mind 
the taxes that are paid on the income produced by the working capital. When 
taxation starts reducing this working capital, income will be reduced, employ- 


ment will be reduced, and it follows that there will be a proportionate reduction 
in taxes paid. 


Very truly yours, 
ALBERT L, DREW. 


New York, N.Y., February 26, 1960. 
In re H.R. 10491, gain from sale of depreciated business property. 
Mr. LEo H. Irwin, 

Chief Counsel, Committee on Ways and Means, 

New House Office Building, Washington, D.C. 


Dear Mr. Irwin: In accordance with published requirements on submission 
of written request in lieu of personal appearance on the subject bill, I herewith 
submit in triplicate the following statement thereon: 

(1) I have been in practice as a public accountant since December 1918 when 
I was first engaged in a rate hearing for the Consolidated Gas Co. of New York 
City, in which the most important question was the relationship of theoretical 
depreciation to the costs of production and distribution. Since then I have been 
engaged in a number of other cases involving the question of depreciation of 
business property in its various aspects of asset and income accounting. Accord- 
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ingly I submit my opinion that the proposed bill has little, if any, merit for being 
enacted into law if consideration is given to the following points: 

(2) The bill does not provide the taxpayer with any relief against the infla- 
tionary burden placed upon him when he has to replace depreciated property in 
his business at a cost for new business property, which may be, and usually is, 
at least 50 percent higher cost without compensating increase in productivity. 

(3) The small- and medium-size business concerns cannot usually command 
sufficient capital funds by borrowing or equity financing which they require to 
maintain competitive positions in their industries, as a matter of survival or 
growth, under the present conditions, except in rare cases, as everybody knows. 
It is therefore nothing short of discriminatory practice against them to enact 
the proposed bill and impose additional taxes thereunder upon them. 

(4) The enactment of the proposed bill might result in increasing the bur- 
dens of the Treasury Department to the extent that it would have to deal with 
an increase in the number of business concerns that is even now occurring 
as a result of the existing tax burden. This increase in the number of business 
concerns can be identified as specialization caused by the necessity of dis- 
tributing the risks of doing business to a greater extent then we have known 
hitherto. As pertinent here to the proposed bill, I find that such increased 
specialization will accelerate the formation of new so-called equipment com- 
panies able to take the risk of purchasing business property of a depreciable 
character for the purpose of renting or selling on the installment plan such 
purchases to users who have become unable of procuring their needs in any 
other way. 

(5) I view such a development to be harmful to the economy as a whole 
for the reasons given above and also for the reason that the credit func- 
tion in our economy will be affected in a manner to channel funds to more 
risky undertakings for the high returns promised therein, with consequences 
that such equipment companies would almost inevitably come under the domina- 
tion of speculators and promoters. Such speculators and promoters have al- 
ways found ways of extracting the savings of people willing to listen to them 
and their promises of getting rich quick. All this and more is involved in 
the innocent appearing provisions of the proposed bill, if only thought is given 
to the matter sufficient to bring the true nature of its influence on our 


economy into a comprehensive view of its potentialities for mischief and 
harm. 


Yours truly, 
MorriMer A. LEISTER. 


New York, N.Y., March 3, 1960. 
Mr. Leo H. Irwin, 
Chief Counsel, Committee on Ways and Means, 
New House Office Building, 
Washington, D.C. 


Str: Identical bills (H.R. 10491 and H.R. 10492) to tax gain from sale of 
depreciable personal property as ordinary income, as presently worded, will not 
carry out the implied promise of more liberal depreciation allowances. Nothing 
now proposed will eliminate present controversy re depreciation lives. The 
President’s budget message did imply that the depreciation controversies would 
disappear with the adoption of this bill but a great many persons think other- 
wise, 

The Internal Revenue Service now determines the depreciable lives or rates 
by reference to Bulletin F or to the historical pattern of a company’s capital 
retirements. The fact is that the historical pattern used by the Internal Reve- 
nue Service in most large corporations covers a long period of depression and 
two war periods since 1930, during which new material could not be easily 
obtained. The years since 1930 do not permit a true picture of a period during 
which obsolescence and retirement of property are given their proper vital sig- 
nifieance in a true historical pattern. 

Bulletin F states that “it will continue to be the policy of the Internal Reve- 
nue Service, generally, not to disturb depreciation deductions, and revenue 
employees will propose adjustments in depreciation deductions only where there 
is a clear and convincing basis for a change.” It is quite apparent that the 
accelerated methods of depreciation proposed under the 1954 code seem to have 





152 REVISING TAX ON SALES OF PERSONAL PROPERTY 


provided ‘a clear and convincing basis for a change.” This fact is suggested by 
a great many cases in which depreciation changes are proposed by the Internal 
Revenue Service to corporations using the declining balance method but not to 
competitors who do not use the declining balance method. 

The lower court decisions in the three auto depreciation cases now pending 
in the Supreme Court suggest that the Internal Revenue Service and also tax- 
payers have another method of determining depreciation rates. The suggested 
method is that in the case of assets with short lives, the Internal Revenue 
Service could afford to wait until the asset is sold and only permit depreciation 
during the period in which the asset is used by the taxpayer and allow an amount 
of depreciation which would equal the difference between the original cost and 
the sales or salvage prices. The average taxpayer could accomplish the same 
result by leasing the property instead of owning same and permit the lessor 
to adopt the procedure suggested by the courts in above cases. 

It appears, therefore, that the outcome of H.R. 10491 is merely to provide 
another method for the Internal Revenue Service to determine depreciable lives 
of personal property, and will not eliminate controversies re depreciable lives. 

It may be well to.indicate that all the profit derived by a taxpayer upon the 
sale of personal property is not due entirely to overdepreciation. A substantial 
portion of the profit may be due to inflation, especially in the case of property 
with a life of over 3 years. An inflated sales price of secondhand machinery 
is frequently due to the inflated prices of new equipment. 

Other speakers and writers have pointed out policies and practices of other 
governments by which to handle tax depreciation. The Canadian system, or a 
slight modification of it known as the bracket system, has been recommended 
in the hearings before the Ways and Means Committee on the subject of de- 
preciation beginning November 16, 1959. The British system is also referred 
to in these hearings under which accelerated initial allowances are permitted 
in the early years of the asset. The policies and practices of the Internal 
Revenue Service have invariably lead to conflicts and changes because the table 
of useful lives shown in Bulletin F is stated to be merely a guide and not a 
basis that the taxpayer can aceept as not susceptible to change. 

It is recommended that there be incorporated in H.R. 10491 appropriate 
language which will indicate that the Canadian system of depreciation, with 
the elass rates established therein, be accepted as the basis of future deprecia- 
tion of U.S. corporations. If it is felt that the lives suggested in these classes, 
because of the economic status of the United States versus Canada, should be 
shorter under U.S. laws, the following recommendation is made: 

Pending a determination of the class lives to be used in connection with H.R. 
10491, the taxpayer shall be permitted to freeze his depreciation lives and rates 
in the amounts as shown on his tax return for-the year 1959, and in the ease 
of new corporations, the initial rates as shown on his initial tax return. 

The controversies on depreciation will be eliminated and still the revenues of 
the United States will be protected by the provisions of H.R. 10491. 

Very truly yours, 
J. F. O'NEILL. 


Hopson ACCOUNTING SERVICE, 
Opelika, Ala., February 27, 1960. 
In re: H.R. 10491. 
Mr. Leo H. IrRwtn, 
Chief Counsel, Committee on Ways and Means, 
New House Office Building, 
Washington, D.C. 


Dear Srr: Oppose change proposed by H.R. 10491 regarding capital-gains 
treatment of depreciable property. 

Reason—the following example: Business acquires equipment for $3,000. 
Assuming a 7-year useful life and $200 salvage value, he claims depreciation 
deduction of $400 per year. After 4 years of use it develops that although the 
equipment is of value it is more practical for his business to acquire another 
piece of equipment which will perform the operation more efficiently and also 
avoid major repairs on his old equipment. Due to increase in price during 
the 4-year period, the new equipment now cost him $5,000 and his 4-year-old 
equipment has a fair market value of $2,600 instead of his book value of $1,600. 
He sells the old equipment for $2,600, producing a capital gain on which he 
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pays capital gains tax rate, but at the same time he has a cash outlay of 
$2,400 above that of his $2,600 received for the old equipment. He should be 
allowed favorable tax treatment on the appreciated equipment sold to aid in 
paying for the new equipment acquired as replacement. 

Depreciation regarding livestock held for more than 12 months. Does the 


new proposal also disallow capital-gains treatment on sale of qualified livestock 
(breed or dairy cattle)? 


Very truly yours, 
Eart M. Hopson. 


WASHINGTON, D.C., March 4, 1960. 
Hon. WILBUR MILLs, 


Chairman, House Ways and Means Committee, 
House Office Building, 
Washington, D.C, 


Dear Mr. CHAIRMAN: The purpose of this letter is to advise the committee 
that the Associated Equipment Distributors is opposed to the Treasury Depart- 
ment recommendation that the Internal Revenue Code be amended in a manner 
which would treat the gain from the sale of depreciable personal property used 
in business as ordinary income to the extent of the depreciation deduction pre- 
viously taken on the property. The Association Equipment Distributors is a 
national association composed of over 800 retailers of heavy construetion 
equipment. 

The Treasury Department’s proposal is contained in the bills (H.R. 10491 
and H.R. 10492) which are the subject of hearings before your committee. 
In addition to the personal property used in repairing and overhauling heavy 
construction equipment, many of the distributors rent construction equipment 
to contractors that are unable to purchase or prefer not to invest their own 
capital in construction equipment. 

The Treasury Department’s proposal is based on the argument that such a 
change “would make it possible for agents of the Internal Revenue Service to 
accept more readily taxpayer judgments and taxpayer practices with respect to 
depreciation rates and salvage value.” This argument is based on the premise 
that there is widespread abuse of law and regulations relating to the deprecia- 
tion of personal property used in business. Undoubtedly there are instances 
where the taxpayer has depreciated property more rapidly than might be reason- 
able under sound accounting practices. This, however, is the exception and not 
the rule. What the Treasury considers to be abuses are those cases where the 
taxpayer does not conform to the unrealistic views of the Treasury Department 
and the internal revenue agents. 

The Treasury Department’s concept of the coverage useful life of construction 
equipment is contained in the current Bulletin F which is a reprint “without 
change” from the 1942 Revised Bulletin F. To give you an idea of the age of 
the applicable depreciation table, it includes steam shovels, rollers, and cranes. 
When this table was compiled construction equipment was normally operated 
only 8 hours a day and in most parts of the country not more than 8 months of 
the year. Currently, construction equipment is in operation practically all year. 
The rare exceptions are in the most northerly parts of the country where ad- 
verse weather conditions temporarily shut down construction activities. It is 
not unusual for construction equipment to be operated as much as 16 and 24 
hours a day, but yet the antiquated Bulletin F is still the bible of the internal 
revenue agent. 

The argument has been made that any gain on the sale of such property 
should be treated as ordinary income since the depreciation was charged against 
such income. This argument disregards the risk factor which was the com- 
pelling reason why Congress enacted the present provision. There is more risk 
in a person investing in depreciable personal property than there is in investing 
in real property or stocks and bonds, yet the Treasury Department does not pro- 
pose to apply the greater tax where the risk is usually less. 

When Congress, in 1958, was considering tax problems of small business we 
opposed the provision which permits businessmen to write off in the year of 
acquisition 20 percent of the cost of depreciable, tangible personal property 
with a useful life of 6 years or more. One objection to the provision was that 
it merely offers an opportunity to gamble against the future. Strange as it 
may seem this objectionable feature of the so-called Small Business Tax Revi- 
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sion Act of 1958 was proposed by the Treasury Department. Viewed in the 
light of the present proposal this is like holding a stick of candy out to a kid 
and cutting his hand off when he reaches for it. 

It seems a little bit incongruous that we should have the Congress on one hand 
recognizing a business condition and the need for releasing capital, and the 
Treasury Department on the other hand trying to dry up, through their present 
proposal, a source of expansion capital. The adoption of their proposal would 
certainly be a deterrent to business expansion, and directly opposed to the action 
taken by Congress in recent years. 

To the extent that there have been capital gains on depreciable property used 
in business, such gains are merely a reflection of inflationary factors. To tax 
such a gain as ordinary income would further aggravate small businessmen’s 
problem of raising capital to replace obsolescent equipment with modern, efficient, 
and much more costly property. In failing to deal with the overall depreciation 
problem the Treasury Department has not come to Congress with “clean hands.” 

The question of salvage value has also been presented by the Treasury Depart- 
ment. The only place where salvage value has been a material controversial 
issue has been in cases involving capital-gains treatment on sales of depreciable 
personal property. The Treasury Department has taken the stand that salvage 
value is a nebulous type of value that can only be determined after an item has 
been sold or discontinued from use in the hands of the first party. Salvage value, 
from an accounting sense, has been considered, in years past, the salvage value 
of the property itself, or scrap value. So, insofar as I know, salvage value as 
Pscoshagg only presented a problem when created by the Treasury Department 
itself. 

We sincerely hope the committee will not act favorably on the proposed legis- 
lation. 

Respectfully, 
JosEPH T. KING, 
Washington Counsel, Associated Equipment Distributors. 


E. L. Lestsr & Co., 
Houston, Texv., March 8, 1960. 
Reference: H.R. 10491; gain from sale of depreciated business property. 
‘COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington, D.C. 
(Attention of Mr. Leo H. Irwin, chief counsel). 


GENTLEMEN: Such a law as is contemplated in H.R. 10491 could be especially 
hard on small business. 

The depreciable property portion of the busimess investment is subject to 
capital erosions peculiar to use and the passage of time, not the least of which is 
inflation. The amount of capital erosion of the investment in depreciable busi- 
ness property equals the cost of the property plus the additional cost of the 
replacement unit attributable to inflation less the amounts salvaged by sale 
and by the tax treatment of depreciation and of capital gain when an item of 
used equipment can be sold for more than its depreciated or salvage value. 

The depreciation allowance is tax recognition of a very real cost of doing 
business. Concerning these section 1231 assets, Treasury Secretary Anderson 
says the situation causes innumerable problems for industry and the Internal 
Revenue Service. At best the setting of a pattern of depreciation is a present 
estimate of future business conditions. It is not surprising that there may be 
at times some difficulty in reading mutually agreeable estimates, since only the 
Internal Revenue Service will have the advantage of hindsight with most or all of 
the facts already in. 

The principle of capital-gain tax treatment of gain from the sale of depreci- 
ated business property is now well established in tax law. Some of the problems 
cited by Secretary Anderson arise from the difficulty of evaluating for tex pur- 
poses the effect of factors other than the allowance for depreciation. For ex- 
ample, a contractor in 1955 would have bought a model 125 Chicago pneumatic 
air compressor for $3,690. Today, 5 years later, the same unit of equipment 
would cost him $4,725. The sale of his used air compressor would be made at 
a price in comparison to today’s cost of the new unit and not his own cost of 
5 years ago. Thus there is unmistakably present in the amount received for 
the used property the element of inflation. While the holder of a nondepreciable 
investment may reap unquestioned capital gain benefit from the effect of infla- 
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tion or other especially advantageous conditions surrounding a sale, the holder 
of a depreciable business asset will most likely have the gain from a similarly 
advantageous sale challenged as an error in depreciation. 

The net effect of the withdrawal of tax recognition of the erosion of capital 
invested in depreciable property, insofar as it may concern capital gain, would 
be to place upon business, principally small business, an even greater tax burden 
and to further reduce the limited amount of money now available to small 
business for securing the depreciable equipment necessary to the production 
of ordinary income. 

It would seem to us a better course, in correcting any abuses through excessive 
depreciation in the matter of capital gain treatment under section 1231, to cor- 
rect the sources of excessive depreciation and to avoid the harmful effect of 
creating still another tax increase and capital hardship for small business. 

Respectfully yours, 


E. L. Lester, Jr. 


STATEMENT OF HuGH K. Marr, ACCOUNTANT, ELIZABETH City, N.C., CONCERNING 
H.R. 10491 


Objection to the passage of H.R. 10491 is offered on the grounds that is con- 
trary to the intention of Congress in enacting “accelerated methods of deprecia- 
tion in section 167 of the 1954 code.” It would eliminate one of the principal 
advantages of section 179, initial 20-percent allowance, which was added by the 
Small Business Tax Revision Act of 1958. 

If it were not the intention of Congress to assist the small businessman, then 
greater than normal depreciation in the earlier years would not now be law. 
Would it not be better to amend the present law in such a way that only normal 
depreciation based on the pertinent facts in each case be allowed, so that gain 
on the sale of depreciable property used in business would, on the whole, be 
negligible? 

At such time as concrete results are obtained from the proposed change of 
the basis for income tax, some plan can be devised to possibly eliminate capital 
gain treatment of excessively depreciated property. 

Too much consideration now must be given the tax consequences of business 
transactions and H.R. 10491 would just be another tax law which, in many 
instances, could mean the difference in whether or not a small businessman can 
afford to improve his efficiency by updating, adding to, or improving his business 
property. 

By establishing a new tax base, it is apparent that the committee is of the 
opinion that, at least to some extent, a business transaction can be judged good 
or poor from the standpoint of sound business considerations and not primarily 
on the tax result, otherwise the hearings would not have been held in November 
1959. 


Hueu K. Marr. 


Kresi_e, THOMAS, SNELL, JAMIson & RUSSELL, 


Fresno, Calif., March 4, 1960. 
Re: H.R. 10491 and H.R. 10492. 


WAYS AND MEANS COMMITTEE, 
House of Representatives, New House Office Building, Washington, D.C. 


GENTLEMEN: This letter is in response to the committee’s offer to taxpayers 
and their counsel of an opportunity to comment on and object to legislation 
recently proposed by the Secretary of the Treasury and submitted to the House 
of Representatives by Congressmen Mills and Mason as House bills numbered 
H.R. 10491 and H.R. 10492. At the time the Secretary’s proposal was sub- 
mitted to the committee we requested copies of the proposed legislation and 
have only recently received copies of the bills and Chairman Mill’s press release 
announcing public hearings on the matter. This letter is, therefore, admittedly 
late in its timing as a result of delays in mail service between Washington, D.C. 
and our location in Fresno, Calif. We believe, however, that the proposed 
legislation is of such importance that comments such as those contained in this 
letter which are submitted as soon as possible after receipt of the information 
necessary to enable counsel to evaluate the proposals should be given considera- 
tion by the committee. 
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The very haste with which the proposed legislation has passed from the sug- 
gestion stage to completion of public hearings suggests one of the most important 
objections to the legislation itself. The proposal as submitted was purportedly 
for the purpose of facilitating sound administration of the tax laws by agents 
in the field responsible for negotiations with the taxpayers. To so characterize 
this legislation is to surround it with a half-truth which totally misrepresents 
to the public and interested counsel the possible effect of these proposals. The 
proposed statute, if enacted, will have the important effect of partially repealing 
the provisions of section 1231 as they apply to depreciable property. The bills 
submitted, then, go farther than merely closing a loophole in the present tax 
law. They reverse the reasoned judgment of prior legislators who found 
sound policy in the present provisions of section 1231. 

It may be suggested by the Treasury Department that section 1231 as it applies 
to depreciable property is bad legislation. Certainly there is room for such a 
suggestion. But to attack allegedly unsound legislation with a simply stated 
section which cuts across a theory of taxation developed over a number of years, 
is to add to the already complicated structure of taxation applicable to gains 
produced by the sale or exchange of property in general another inconsistent 
rule. It is our belief that consideration of adjustments in the present tax treat- 
ment of gains produced from the sale or exchange of depreciable property should 
and must be presented and considered in the form of revisions in the present 
provisions of sections 1231 and 1221. A wealth of published discussion has been 
produced by the problems posed by the present characterization of assets as 
eapable of producing capital gain or ordinary income tax in the event of a sale or 
nontax-free exchange. Some of these materials arose from the committee’s own 
request for suggestions for legislation which would improve and simplify the 
present tax structure. The suggestions made by numerous tax analysts may 
well occasion a full reconsideration of the present theories of taxation applicable 
to gain produced by the sale or exchange of assets. But it is only in connection 
with a full reexamination of the present theories of taxation embodied in sections 
1221, 1231, and related sections that open and reasoned consideration can be given 
to the present proposal which represents such a surprising departure from the 
present provisions of section 1231 without explanation or admission of the effects 
which will be produced. 

Beyond these general objections to the effect of such legislation on the present 
patterns and theories of taxation, there are a number of specific objections 
which can and should be suggested with respect to the present statutory proposals. 
In suggesting a few of these we must admit that time pressures created by hasty 
handling of this important piece of legislation have not enabled us, as practi- 
tioners, to fully consider all of the ramifications of the current proposals. Per- 
haps our objections are so basic that they have already been suggested by numer- 
ous witnesses appearing before the committee. However, because of our rela- 
tively remote location we feel it is worthwhile to list a few of the most obvious 
defects to be found in the present bills. 

1. A taxpayer who enjoys tax benefit from depreciation of business property 
over a period of years is gaining that benefit against a normal flow of income 
taxable in the bracket or brackets applicable to his usual income. Under the 
proposed legislation this tax benefit will then be recouped by taxation of gain 
representing accumulated depreciation in a single year, thus artificially forcing 
realization of income in a potentially higher bracket. 

2. The proposed legislation has been presented after the development, over a 
long period of years, of a substantial body of judicial and administrative law 
on the subject of depreciation which is allowable rather than allowed. Super- 
imposed on this case law has recently come a series of new depreciation pro- 
visions which afford taxpayers a number of methods of determining allowable 
depreciation. In light of this background and notwithstanding the present word- 
ing of the bills introduced in terms of basis and adjusted basis, it should be 
suggested that the proposals leave substantial doubt as to the amount of gain 
which will, in any given situation, result in the imposition of taxation at ordinary 
income rates. - For example, suppose A acquires a depreciable asset at a cost of 
$10 in 1960 and does not claim depreciation. He later sells the asset for $10. 
The statute on its face suggests that no gain would be produced by such a sale. 
If, instead, the asset were sold for $12 the statute suggests that gain in the 
amount of $2 would be taxed as gain from the sale or exchange of a capital asset 
under section 1231. Yet, in light of the prior case law there is reason to suspect 
that gain may in fact result from the $10 sale as well as the $12 sale and that 
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some portion of gain in either case might be taxed at ordinary income rates 
under the new provision on the ground that, although no depreciation on the 
subject asset was claimed, it was in fact allowable. Such a suggestion brings 
into the picture a substantial body of law which has been characterized as law 
involying the tax benefit theories. The subject can be further confused by refer- 
ence to the various methods of determining allowable depreciation. In light of 
these doubts it is submitted that the simplicity of the statute on its face may be 
illusory. 

3. The question of whether gain produced from the sale or exchange of a given 
asset will produce ordinary income or capital gain tax has become important 
independent of the sale situation under section 341. Again there is a wealth 
of published discussion of the relationship of these provisions and the unfortu- 
nate effect which it has produced. Some writers have, indeed, gone so far as 
to suggest that the haste with which the collapsible corporation provisions of 
section 341 were enacted and amended has made it utterly impossible for tax 
advisers to perform a useful function in this area for their clients. The effect 
of hasty enactment of still another provision relating to the character of gain 
produced from sale or exchange will occasion the necessity for a complete re- 
examination of the set of hypothetical inquiries necessitated by section 341 and 
can Only create greater unfortunate effects. Before the proposed legislation is 
enacted, consideration must be given to its effect on section 341, as well as 
numerous other provisions of the present Revenue Code which involve the tax- 
payer in examination of the character of individual items of gain or loss. 

4. It is submitted that the bills, if enacted, will have the unintended result 
of imposing additional hardship on the very taxpayers for whom depreciation 
deductions were originally intended. Take, for example, the case of A who 
purchases a piece of depreciable equipment for use in his manufacturing estab- 
lishment at a cost of $10. A’s fear is of obsolescence since at the time of pur- 
chase it is clearly A’s intention to utilize the depreciable asset over its entire 
useful life. At the time of purchase it is anticipated that the assets will have 
a useful life of 10 years without salvage value. On this assumption A em- 
barks upon a program of straight-line depreciation which enables him to deduct 
$1 each year for 10 years. After 5 years the asset will have an adjusted basis 
of $5 on A’s books and records. Suppose then the asset becomes obsolete for 
A’s use but that B, a second taxpayer, has found a new use for this type of 
equipment. B would have to pay $20 for a new item of this type in a rising 
market but can purchase it used from A for $7.50. When A sells he will receive 
$7.50 which will be taxed to him at ordinary rates (in a single year). The 
conclusion is that by reason of later facts, i.e., the sale, it has been demonstrated 
that A received an unintended tax benefit from depreciation which should be 
offset by tax on his gain at ordinary rates. It is submitted, however, that the 
gain produced has no relationship whatsoever to the benefits realized through 
depreciation but arises instead out of the circumstances of industrial life and 
the usefulness of A’s asset. A after the sale is left with a depreciation reserve 
of $5 plus the sales price received in the amount of $7.50 less ordinary income 
taxes on gain in the amount of $2.50. With this remaining amount A must re- 
place his now obsolete equipment with another item which will more efficiently 
perform the same industrial function. But at the time of replacement A is 
faced with the same increase in price on industrial equipment that troubled B. 
As a result A is denied the benefit of depreciation coupled with capital gain 
taxation of business assets, under section 1231 although the reasons for A’s 
fortuitous gain on the sale of his depreciable is the result of a rising market 
with which he will have to cope when he must replace the obsolete asset sold. 
Admittedly different cases can be suggested which show the unintended bene- 
fits available to taxpayers under the present provisions of section 1231, particu- 
larly in light of the recently introduced provisions relating to rapid methods of 
depreciation and additional depreciation in the year of purchase. However, it 
is submitted that taxpayers who envision tax avoidance through use of these 
unintended benefits by purchase and sale of depreciable property within a rea- 
sonably short period of time will not be stopped by the provisions of the new 
statute. In short, the dragnet which has been suggested is too all-inclusive. 
It creates the possibility that both the intended and the unintended beneficiary 
of depreciation provisions will be forced into a position of utilizing economically 
unrealistic trades and exchanges in the hope of preserving the necessary hedge 
against a rising equipment market. 
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The specific suggestions outlined briefly above serve, we believe, to point out 
the fact that the effect of the present legislative proposal goes far beyond what 
has been suggested by the Secretary as its avowed purpose. The questions 
raised by these specific items may not pose substantial problems to legislative 
judgment. But they cannot be realistically evaluated in the framework of a 
statutory proposal which fails entirely to demonstrate the reversal of previous 
tax theory embodied in sections 1221 and 1231. In short, the suggestion made 
by the Secretary is not so simple as it appears. If the Treasury Department 
believes that adjustments should be made in the present rules applicable to 
capital and business assets, such adjustments certainly merit consideration. 
But consideration, if it is to be reasoned, must be given in the framework of the 
entirety of the sections presently contained in the Internal Revenue Code appli- 
cable to the capital-gains tax in general and its application to business property. 
Very truly yours, 
JOsEePH C. KIMBLE. 
Howarp B. THoMAS. 
OLIVER M. JAMISON. 
FENTON WILLIAMSON, Jr. 
PAUL ASPERGER. 
CHARLES E. SMALL. 
Pui H. WILe. 
James E. LA FOLLETTE. 


W. R. Grace & Co., 


New York, N.Y., March 11, 1960. 
Hon. Wiizsur D. Mi1s, 


Chairman, Committee on Ways and Means, 
House Office Building, Washington, D.C. 


DeaR Mr. CHAIRMAN: This letter is written to record the opposition of W. R. 
Grace & Co. to H.R. 10491 and H.R. 10492. The purpose of these bills is to 
tax as ordinary income that portion of the gain on sale of tangible personal 
property used in a trade or business which does not exceed the accumulated 
depreciation. Our reasons for opposing these bills are— 

1. Gain on the sale of tangible personal property used in a trade or business 
are today largely the result of postwar inflation or other extraneous factors and, 
therefore, illusory. The proposed bills would tax inflationary gains as ordinary 
income and we believe our tax system should move in the direction of exempting 
purely inflationary gains from tax rather than to consider taxing such gains. 
For this reason, we oppose increasing the present tax on such gains. 

Zz. With the continued inflation that has prevailed during the postwar period, 
depreciation based on cost of assets purchased some years ago is no longer ade- 
quate, from the standpoint of economic growth, to provide for the replacement 
and modernization of our physical plant at today’s cost level. In most cases, 
the accumulated depreciation reserves plus the proceeds from the sale of old 
assets (including the inflationary element) are wholly inadequate to replace 
the assets retired. To increase the tax on these proceeds diminishes the already 
inadequate funds available for replacement. We do not think this is either 
sound or equitable. From the standpoint of economic growth, our tax system 
should encourage the rapid replacement of obsolete equipment, not discourage 
such replacement. 

3. It is stated that the bills are directed primarily at remedying abuses in 
limited areas. We do not think it desirable or appropriate to apply general 
rules to all taxpayers to correct the abuses of a few. It is our feeling that 
appropriate safeguards against unfair tax advantage by those who depreciate 
property overrapidly are available to the Treasury through strict application of 
existing rules as to what constitutes reasonable depreciation rates. 

4. It is our feeling that the problem is one of the reasonableness and adequacy 
of depreciation allowances. This is a step which the Committee on Ways and 
Means took under consideration during the hearings on revenue revision in 
November and December of 1959. We believe that H.R. 10491 and H.R. 10492 
should be considered only as a part of the general subject of depreciation and 
that piecemeal legislation such as that proposed in these bills should not be 
enacted. 

Based on the foregoing, we believe that favorable action on the bills should 
be withheld in spite of the endorsement of the President and the Treasury De- 
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partment, However, if the committee should feel otherwise, we believe that it 
should make statutory provisions for a more liberal and flexible policy regard- 
ing reasonable allowances for depreciation which has been promised by the 
Treasury Department if the bills are passed. Neither bill at present contains 
any reference to reasonable depreciation allowances, 

Respectfully yours, 


W. R. Grace & Co., 
K. A. Lowper, Treasurer. 


(Whereupon, at 11:40 a.m., T hursday, March 3, 1960, this public 
hearing was adjourned.) 





